DOCUMENT RESUME 

ED 347 937 HE 025 700 



TITLE 



INSTITUTION 

REPORT NO 
PUB DATE 
NOTE 

AVAILABLE FROM 



PUB TYPE 



Financial Responsibility at Universities (Part 2) . 
Hearing on Indirect Cost Recovery Practices at U.S. 
Universities for Federal Research Grants and 
Contracts, before the Subcommittee on Oversight and 
Investigations of the Committee on Energy and 
Commerce. House of Representatives, One Hundred 
Second Congress, Second Session. 

Congress of the U.S., Washington, DC. House Committee 
on Energy and Commerce. 
ISBN-0-16-038708-6 
29 Jan 92 

168p.; Serial No. 102-118. For Part 1, see ED 340 
281. 

Superintendent of Documents, Congressional Sales 
Office, U.S. Government Printing Office, Washington, 
DC 20402. 

Legal/Legislative/Regulatory Materials (090) 



EDRS PRICE 
DESCRIPTORS 



IDENTIFIERS 



MF01/PC07 Plus Postage. 

Biomedicine; Compliance (Legal); Costs; Educational 
Finance; Federal Aid; * Federal Regulation; ^Financial 
Audits; Government School Relationship; Hearings; 
Higher Education; Legal Responsibility; Program 
Costs; ^Research 

Congress 102nd; Indirect Costs; *Office of Naval 
Research; Reauthorization Legislation 



ABSTRACT 

In connection with its jurisdiction over biomedical 
research and development at higher education institutions, the House 
Committee on Energy a ad Commerce's Subcommittee on Oversight and 
Investigations met a second time to hear testimony on abuses in the 
indirect cost recovery practices at universities for federal research 
grants and contracts. The first meeting revealed extensive financial 
abuses at universities and ineffective oversight by the Navy. This 
meeting further examined the indirect cost abuses and sought 
testimony on why universities negotiate for top dollar when dealing 
with the American taxpayer, but give preferable treatment to foreign 
governments and others. It also examined the status of the actions 
taken to prevent these abuses and bolster the partnership between the 
Federal Government and universities in stimulating research. 
Testimony and prepared statements were delivered by Joseph S. Cohen, 
Audit Manager, General Accounting Office (GAO) ; Doreen S. Eng, Senior 
Evaluator, GAO; Rear Admiral William C. Miller, Chief, Office of 
Naval Research, U.S. Navy; Fred J. Newton, Deputy Director, Defense 
Contract Audit Agency; Richard Ogden, Regional Inspector General for 
Audit Services, Department of Health and Human Services (HHS) ; J. 
Dexter Peach, Assistant Comptroller General, GAO; Thomas D. 
Roslewicz, Inspector General for Audit Services, (HHS); and Gary M. 
Talesnik, Director, Office of Grant and Contract Financial 
Management, HHS. (GLR) 
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FINANCIAL RESPONSIBILITY AT UNIVERSITIES 



WEDNESDAY, JANUARY 29, 1992 

House of Representatives, 
Committee on Energy and Commerce, 
Subcommittee on Oversight and Inv = ions ; ^ 

The subcommittee met, pursuant to notice, at 10 a m in room 
2123 Rayburn House Office Building, Hon. John D. Dingell (chair 

m Mr P DiNGE n L g L: The subcommittee will come to J^er Und^Rules 
v XT nf the House of Representatives, the Committee on 
Ene^Y and ^—Tas specific jurisdiction over — ^ 
search and development, which inc hides research a ^^g^ 
On March 13, 1991, this sub , comm ^f rff ^ 
universities mischarging and ^^^^T^^t^ 

for everything from luxury yachts to enlarging the Dea oi me v 
er^ent auW testified about otter urn f "g^g 

saws e ~ ^f|=52SS&ai 

include new inquiries into other matters wnicn nave 
as the investigation has gone forward. rnrAA1 v „t a rted 

aS Ftat, the fiefense Contract • ^"^K^^r 
SSM o'ntecfffic of fefffiK S these audit, are 

saved or been returned to the Treasury of the United btates. nun 
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dreds of millions of dollars in expenditures are being questioned or 
will be questioned by the Government. At Stanford alone, DCAA 
has raised questions on about $231 million. This does not include 

1989 and 1990. These years could drive that figure well above $300 
million. 

At MIT, DCAA has questioned approximately $20 million for 

1990 alone and is in the process of auditing 1987 through 1989. 
The following are a few examples from recent audit findings of 

what some of our major universities have done in the way of charg- 
ing the Federal Government for: "necessary" costs of doing Federal 
scientific research. 

Carnegie Mellon University incurred $44,000 of travel costs for 
European summer study in Egypt and Turkey, including a cruise 
on the Nile River. 

Syracuse University included charges of $11,295 for a St. Pat- 
rick's Day party and $8,855 for summer dances. 

MIT included charges of $3,406 for limousine rentals to bring 
university board members to their meetings and $23,012 for hotel 
rooms, meals, and alcohul for the Biology Department's spring re- 
treat held for faculty, lab personnel and grad students. 

Pennsylvania State University included $15,000 in its indirect 
cost claims for advertisements at the Hershey Amusement Park. 

These are some of the things which concern the subcommittee. 
As a result, our concerns have continued. In our hearings last 
March, the committee discovered that Stanford was waiving all 
overhead charges for foreign governments, including the Govern- 
ment of Japan. Why an American University would waive charges 
against foreign governments for research done while charging over- 
head costs against the American Government is a matter of some 
curiosity to me. Perhaps we will find an answer that will justify 
this. I look forward to it. 

We will learn today from the HHS Inspector General that most 
of the universities that they have audited were offering reduced or 
concessionary rates to a number of foreign governments and other 
non-Federal entities. Apparently this event and these circum- 
stances are not peculiar to one school. Again, the subcommittee is 
curious why these universities negotiate for top dollar, plus more, 
when dealing with the American taxpayers, but give preferable 
treatment to foreign governments and others. 

Second, some schools have accepted responsibility, have conduct- 
ed credible self-audits, havu returned or saved millions of dollars of 
misused taxpayers' funds. These schools and their officers deserve 
accommodation and credit, and I am sure the American taxpayers 
are grateful for those efforts. 

But a number of universities and organizations representing 
major universities and research efforts, including some who tried 
to sweep problems under the rug early last year, are calling foul. 
They argue that this recent round of audits and tough negotiations 
indicates that the Federal Government is now somehow welching 
on what has been a productive 50-year partnership between the 
universities and the Federal Government. Nothing is further from 
the truth. That argument is just plain nonsense, 

This subcommittee has been enormously supportive of moneys 
for research. The chairman of this subcommittee and the members 



have individually supported .research in large arn^te and we , 
havp been extremely active in trying to see to it that tunaing ui 
SarchTograms is" maintained at an adequa* [level 
not only may science nave p -per support, but the university ei 
forts K area of science rr.ay continue to prosper for the good of 

^owfven" b T Pr0dU t V 8 e 

between the Federal Government and the colleges and universit es^ 
kh?s been invaluable to the Nation. But I know no where in the 
understandingl that have been achieved as these events wer t for- 
ward in which a university has achieved any agreement on he 
3t of anvone that it could burden taxpayers with irrelevant, im- 
proper, and in a number of cases, illegal charges in the name of 

8Ci We Ce think that science is a precious activity te/u™ being, 
and the benefits of it are extremely important. We recognize mat 
th ?colleees and universities of this country are a great national 
Measure and will be our purpose to see that they prosper, they 
flower they Vow, Vhey ar? successful in carrying out their basic 
Son both in terms of educating our young and in terms of 
™nrforward the cause of science and the expansion of human 
Sedge [ But that does not include some of the things into which 
this committee has been inquiring in recent times 

The third item of concern: The subcommittee s probe has now 
been extended to cover additional Government P^grams. The sub- 
committee is now in the process of auditing some Environmental 
PrTctiSn Agency's Superfund contractors with a hearing Jtobe 

audits of the Dgg^ 
Fnerev's weapons facilities contractors. Audits of additional con 

ThS becoming plain again is that the 

el U is noteworthy that consistently not only has this committee 

found a TaTof attention by a "^S&ggSS toft! 
that auditing agencies were starved by the Government an a " 
nrnLams We have found a curious consequence in which Govern- 

business in that sort. 
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In short, to conclude, the subcommittee has been dismayed to dis- 
cover the depth and breadth of indirect cost abuses at universities 
and elsewhere. We will continue to inquire into these matters, We 
feel that those items of misbehavior, in part, were stimulated by 
active disregard of Government with its responsibility to see to it 
that auditing went forward properly and vigorously. 

We are grateful that we have the assistance of the General Ac- 
counting Office, which we believe is a fine institution, and which 
has been of enormous help to this committee in trying to protect 
the taxpayers against the kind of wrongdoing that has flourished 
during the 1980's. We are grateful for the actions taken by relevant 
Government agencies who will be testifying here today. 

One of our purposes will be to see to it that the process main- 
tains the supervision that is required so that proper continued 
audits may not only retrieve moneys improperly taken from the 
Government and the taxpayers, but also may achieve something 
else, and that is policies and practices inside the Federal Govern- 
ment where the American taxpayer can be satisfied that he is pro- 
tected, rather than assuming that his Government is going to sit 
idly by and watch people dissipate the resources of the all of the 
people of the United States. 

One more word about the partnership between the Government 
and the research universities. This is an important partnership. It 
is one V/ hich is calculated to stimulate research, and to invigorate 
and to cause the universities to grow and prosper. That is the 
policy of the Federal Government, and it is one which I endorse. It 
is too important, however, to be threatened by the kind of misbe- 
havior in which this inquiry is going; and it is my suggestion that 
those wliu would scrutinize this committee with regard to its atti- 
tude might understand we believe that this kind of research pro- 
gram, this kind of cooperation between the Government and the 
colleges and universities can o f prosper if it is conducted honest- 
ly and properly on both sides. 

The Chair announces that our first witnesses are a panel com- 
posed of Mr. J. Dexter Peach, Assistant Comptroller General; and 
Ms. Eng and Mr. Cohen. Ladies and gentlemen, if you will please 
come forward, we will be delighted to receive your testimony. 

As you very well know, it is the practice that all witnesses ap- 
pearing before the committee testify under oath. Do you, Ms. Eng, 
you, Mr. Peach, or you, Mr. Cohen, have any objections to testify- 
ing under oath? 

The Chair advises you that copies of the rules of the subcommit- 
tee, rules of the committee and rules of the House are there before 
you at the committee tables. They are there to inform you of your 
rights and the limitations on the powers of this committee. The 
Chair asks, as it must under the rules, do you or any of you desire 
to be advised by counsel during your appearance here? 

Mr. Peach. No, Mr. Chairman. 

Mr. Dingell. Very well Then if you will each please rise and 
raise your right hand. 
[Witnesses sworn] 

Mr. Dingell. You may each consider yourself under oath, and 
we are happy to recognize you for such statement as you choose to 
give. 
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TESTIMONY OF J. DEXTER PEACH, ASSISTANT COMPTROLLER 
GENERAL, U.S. GENERAL ACCOUNTING OFFICE, ACCOMPANIED 
BY DOREEN S. ENG. SENIOR EVALUATOR, AND JOSEPH S. 
COHEN, AUDIT MANAGER 

Mr Peach. Thank you, Mr. Chairman. I would like to have my 
entire prepared statement entered into the record and then pro- 
ceed with a summary of that statement. 

Mr. Dingell. Without objections, so ordered. 

Mr Peach. Just for your identification, the people accompanying 
me at the table, Ms. Eng is from our San Francisco regional office 
and has been principally responsible for the work that was done at 
Stanford and at the University of California, Berkeley, and Mr. 
Cohen is from f ur Boston regional office and has been principally 
responsible for the work done at MIT and at Harvard Medical 

SC We are pleased to be here to discuss the results of our work on 
whether selected universities charged excessive indirect research 
costs to the Government. We began examining this area in re- 
sponse to your request to look at indirect costs charged by btan- 
ford 

°Our testimony today focuses on three additional institutions you 
asked us to visit: The Harvard Medical School, the Massachusetts 
Institute of Technology, and the University of California at Berke- 
ley. Harvard Medical and Berkeley are under the cognizance ot the 
Department of Health and Human Services and have predeter- 
mined rates set with HHS. MIT, like Stanford, is under the cogni- 
zance of the Office of Naval Research and thus has a fixed rated 
with a carry-forward provision with ONR. 

We generally examined the most recent indirect cost proposal at 
each of the three schools reviewed. Our objective was to determine 
whether the types of mischarges and misallocations ot costs we re- 
ported on last March were also occurring at schools other than 
Stanford. Our review was not intended to determine what tne 
actual indirect cost rate should be for each of the three universi- 
ties At MIT, the Defense Contract Audit Agency, which has audit 
responsibility for all ONR cognizant schools, is currently in the 
process of auditing MIT's indirect costs for fiscal years 1986 to 
1990. Therefore we primarily reviewed DCAA s ongoing audit work 

"we^dentified numerous deficiencies in the cost allocation meth- 
ods and charging practices at all three universities. In some cases, 
we found problems that the university, the university s external 
auditors, or the cognizant audit agency had already reviewed but 
had not questioned. For example, we found instances at all tnree 
schools in which costs that were unallowable under Circular A-^i 
were included in various cost pools, portions of which were allocat- 
ed to Federal research. „ , . . . ... _ „„ 

Specifically, Harvard Medical's reviews of administrative ac- 
counts, as well as external audits that used sampling techniques, 
identified a total of $1.8 million of unallowable and questionable 
cost. Of this total, $254,000 was allocated to the Government. We 
reviewed the same sample of transactions and identified an add^ 
tional $894,000 in unallowable and questionable costs, ot which 
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$75,000 was allocated to the Government This included costs for 
such items as alumni publications, extra pension costs for a non- 
Medical School dean, and excessive athletic facility costs. 

MIT reviewed selected accounts for fiscal years 1986 through 
1990 in response to a request from DCAA. For those 5 years, MIT 
identified about $1.8 million in unallowable or inappropriate 
charges, of which about $778,000 had been charged to the Govern- 
ment. These costs included charges for such items as floral designs, 
dues for airline airport clubs, artwork, overseas trips, receptions, 
dinners, and other party expenses. MIT recently repaid the Gov- 
ernment for these overcharges. 

At Berkeley, we identified about $736,000 in unallowable or ques- 
tionable transactions, $66,000 of which was allocated to the Govern- 
ment. These included about $300,000 for furniture and decorating 
items for the university's residence halls, items which should have 
been charged directly to other institutional activities. In addition, 
other unallowable or questionable items charged included alumni 
publications, Berkeley High's graduation, which was held at the 
university, and 150 football tickets for potential university donors. 

As these examples show, charges similar to those we found at 
Stanford also occurred at the three universities we visited. While 
the magnitude of unallowable charges at each school may vary, the 
problem of unallowable costs being charged to the Government is 
systemic. This has been substantiated by the HHS office of Inspec- 
tor General and by DCAA audits at other universities conducted 
over the last several months. 

Although the problem of unallowable cost is serious, the alloca- 
tion process has the greatest potential for significant overcharges 
to Federal research because the indirect costs being allocated often 
involve sizeable amounts such as building depreciation and utility 
costs. At all three schools, we found numerous problems with the 
allocation methods. These problems occurred because the universi- 
ties either did not comply with or improperly applied the A-21 cri- 
teria. As a result, overallocations of indirect costs to the Govern- 
ment at the three schools we reviewed totaled over $12 million. 

Let me cite a few examples. OMB Circular A-21 requires that de- 
preciation and use allowances for buildings and equipment, as well 
as operation and maintenance costs, be allocated on the basis of as- 
signable square feet unless a more equitable method is justified by 
the university. To determine assignable square feet, all three 
schools conducted space surveys. 

Proper assignment of space is critical because it is used to allo- 
cate a significant portion of indirect costs. We found problems with 
the space surveys at Berkeley and Harvard Medical. We did not in- 
dependently review MIT's space survey because DCAA was in the 
process of reviewing it as part of its audit. 

At Harvard Medical, many of the Federal and non-Federal re- 
search projects share the same space. HHS found that Harvard 
Medical allocated the space between and thus developed separate 
rates for both kinds of research, with a disproportionately higher 
share of costs being assigned to Federal research, a distinction that 
Harvard Medical officials could not support. 

As a part of their ongoing negotiations with HHS, Harvard Medi- 
cal agreed to combine Federal and non-Federal research into a 



single rate. This resulted in a $700,000 reduction in the indirect 
costs allocated to the Government. .•♦•:„„ ;„ c f r „n 

At Berkeley, we found that inadequacies in timing, instruc- 
tions and quality control ueasures resulted in numerous errors 
within the university's space survey. The most significant pro blem 
involving coding and data errors, resulted in 7 percent of total 
campus space being coded as "unassigned." The subsequent alloca 
tfon of costs did not recognize this unassigned space; therefore, 100 
percent of space-related costs were allocated tc , omj r 93 percen^ o 
the space This resulted in an overallocation of $580 000 to the Gov- 
ernment in Berkeley's proposal. Berkeley agreed that this was an 



^ As you may recall from my previous testimony, Stanford's alloca- 
tion process was largely driven by memorandun| > of ^erstendmg 
that had been accepted and approved by ONR. Mil, the otner ui>rv 
school renewed also had several MOl/s that affected its allocation 
methods 6 mterestingly, DCAA issued I a report in early February 
1991 stating it had reviewed all of MITs MOU s and had deter 
mined that "in all cases, the contractor was in compliance with 
Storms of the MOU's and. that the basis for the MOU s are nree, 
sonable " This analysis was incorporated into DCAA s audit report 
of MIT's 1986 actual costs, which DCAA issued on February 28 
1991. After the March 1991 hearings on S anforo i DCAA withdrew 
its report and reopened its audit. As of this month, DCAA officials 
Informed u?they have identified $4-8 million n questioned costs to 
the Government relating to several of the MUU s. 

We hadTrought one of these MOU's to DCAA's attention This 
MOU allowed MIT to amortize $3,6 million in ^ovation costs^ to a 
leased building over a 6-year period. However, MIT had already ex- 
ercised an option to purchase the building when the MOU was 
signed Had the costeWn capitalized and charged to research on 

he basis of the 2 percent use allowance that MIT uses for -the rest 
of its owned buildings, MIT would have been able to claim l only 
$72,000 a year instead of the $600,000 it Maimed under the MOU 
For the 6 years the MOU covered, this amounts to a difference of 
$3 2 million, of which $2.4 million was charged to the Government. 

DCAA agreed with our analysis which it will incorporate into its 

fm Much P of ttie criticism toward the allocation practices at universi- 
ties have been focused on MOU's. However, we found several other 
problems wTtn the determination of allowable inchrect costs at the 
three universities reviewed which were not specified in MOU s, but 
instead were spelled out in various accounting nitfllization 
Fnr example, we found a problem with MITs capitalization 
policy. Under OMB Circular A-21, capital expenditures tfca ^materi- 
ally increase the value or useful life of an asset are unallowable as 
direct or indirect cost, except that a portion may be claimed^ as de- 
nreria^ion However, A-21 does not set a dollar threshold for capi- 
Sir S that MIT* capitalization pc , icy only re = 
raDitalizine additions and mprovements when such items exceed 
$3 P mUHon g as contrasted with Berkeley and Harvard Medical, 
whose thresholds were $20,000 and $50,000, respectively. 

Such a policy allows MIT to claim significantly more costs in the 
present year Than would *tave been allowed had they capitalized 
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such costs. For example, MIT expended $3.6 million in fiscal year 
1990 for 14 building projects that exceeded $100,000 each, of which 
$1.9 million was charged to Federal research. Had these items been 
capitalized and subject to the use allowance, only $38,000 would 
have been charged to Federal research for that year.. 

Similarly, Berkeley routinely records standard office furniture as 
an expense, regardless of the cost. Circular A-21 sets a threshold of 
$500 for capitalizing equipment, which includes office equipment 
and furnishings. Berkeley officials, however, informed us that the 
University of California policy requires recording all standard 
office furniture as an expense, which directly contradicts Circular 
A-21. While we could not quantify the actual overcharge to the 
Government resulting from this policy, it could be significant since 
the policy effects all nine University of California campuses. Four 
of these campuses are among the top 15 Federal research dollar re- 
cipients nationwide. 

I should note that while we found numerous problems with 
Berkeley's indirect cost proposal, not all the problems we found 
were in Berkeley's favor, and this is somewhat different than what 
we found v r hen we looked at Stanford, MIT and at Harvard where 
all the difL/ences were in the university's favor, 

Mr Chairman, the problems identified resulted from breakdowns 
in several key areas of the system dealing with indirect costs. First, 
Circular A-21 criteria were inadequate for determining the types of 
allowable costs and how these costs should be properly allocated 
among university functions. These inadequacies occurred because 
some principles in A-21 were vague, inconsistent or absent alto- 
gether. 

Second, universities generally lacked adequate systems and con- 
trols to ensure that only allowable indirect costs were charged to 
the Government. Many university employees responsible for enter- 
ing transactions in the accounting systems did not have adequate 
training in Federal cost principles and thus may not have recog- 
nized that they were recording transactions incorrectly. 

Last, we believe that lax oversight practices by ONR and HHS 
were important contributing factors. At the schools we visited, we 
found instances in which both Agencies failed to adequately review 
their assigned universities' indirect cost proposals or claims to 
detect and remove unallowable or unallocable costs. 

Since the March 1991 hearings first brought to light the prob- 
lems we found at Stanford, all parties involved with the indirect 
cost process have been taking various actions to address the prob- 
lems noted. Particularly noteworthy, OMB, recognizing the short- 
comings of Circular A-21, issued a major revision to it in October 
1991. This revision, which was the first in 5 years, further defines 
and limits allowable indirect costs. Among other things, the revi- 
sion clarifies and disallows certain types of costs that had previous- 
ly been paid to universities. Most significantly, Circular A-21 now 
limits reimbursement tor administrative expenses to 26 percent, 
which OMB has estimated will reduce Federal reimbursements by 
$80 million to $100 million a year. 

To conclude, Mr. Chairman, the steps that are being taken are 
appropriate interim steps. However, they alone are not sufficient to 
prevent future occurrences of the same types of abuses noted in 
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these hearings without a commitment of a substantial amount of 
resources, both bv the universities and the cognizant agencies. 

FW.hermore, both the Congress and the administration have ex- 
pressed concern about rising indirect costs and the imract thes« 
costs have on the Government's ability to fund a growing array of 
university research activities. Both of these are complicated issues 
that need to be addressed. 

In view of these concerns we believe this may be an opportune 
time to re-examine the F. V 1 approach to reimbursing universi- 
ties for indirect costs. Bo 3 and HHS have begun Mis process 
by establishing task fv «J - address this broader concern A 
number of proposals have - a* offered, both for simphfyir* the 
process and for reducing overall expenditures for indirect costs 
through application of caps or fixed rates on the various categories 

of indirect costs. , , ., „ c 

As a part of our ongoing work, we are examining the range ot 
indirect cost rates now being applied at universities to better gauge 
how the various proposals might effect the reimbursements of indi- 
rect costs at universities. We also plan to obtain the views of Gov- 
ernment and university officials on the likely impacts and other 
implications that various approaches might have for simplifying 
the process and affecting Federal oversignt respon3ibilities. 

In this regard, Mr. Chairman, it is not clear to me at this pomt 
why we need two different agencies using different approacl es tor 
oversight of research grants. We also need to carefully evaluate 
what can be gained through more precise application of cost ac- 
counting principles and improved definitions of alloy able costs and 
the application of OMB Circular A-133 audits, and evolving to a 
more simplified system that keeps the cost of administering it 
within bounds while at the same time protecting the Government s 

m These are issues that we are going to try to deal with and pro- 
vide some input to the committee as we continue our work and 
issue the report that we plan to have out within the next I to 6 
months. Thank you, Mr. Chairman. That concludes my statement, 
and I and my colleagues will do our best to respond to your ques- 
tions. 

[Testimony resumes on p. 37.] , 
[The prepared statement and attachments of Mr. Peach follow.] 
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Statement of J. Dexter Peach, Assistant Comptroller General, 
Resources, Community, and Economic Development Division 



Mr. Chairman and Members of the Subcommittee: 

We are pleased to be here today to discuBs the preliminary 
results of our work on whether selected universities charged 
excessive indirect research costs, or "overhead" as it is commonly 
known, to the federal government. As you know, we beg. .1 our work, 
in response to your request, by examining the indirect costs 
charged by Stanford University, The results of that work were 
widely publicized following hearings held before this Subcommittee 
on March 13 of last year, 1 

Our testimony today focuses on three other institutions 5 the 
Harvard Medical School (Harvard Medical), the Massachusetts 
Institute of Technology (MIT), and the Univ rsity of California at 
Berkeley (Berkeley). We sought to learn whether the types of 
mischarges and mi sal locations of costs we reported to you in March 
were also occurring at these schools and, if so, to determine the 
causes and the types of actions that might be needed to correct 
them. We also locked at recent actions taken by the Office of 
Management and Budget (0MB) and others to deal with these specific 
kinds of problems. Finally, we considered further steps that might 
be appropriate on a broader scale to improve the system for 
reimbursing universities for indirect research costs. 

In summary, we identified numerous deficiencies in the cost 
allocation methods and charging practices at the three 
universities, In some cases, we found problems that the 
university, the university's external auditors, or the cognizant 
audit agency had already reviewed but had not questioned. These 
problems occurred because (1) certain OMB Circular A-21 criteria 
were inadequate for determining which types of costs should be 
allowed or how costs should be properly allocated among the 



fe derall y Sponsored ppspurcht Indirect Costs Chafl^ bv Stanford 
University , (GAO/T-RCED-91-18, Mar, 13, 1991). 
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different university functions; (2) universities generally lacked 
adequate systems ani internal controls to ensure that only 
allowable indirect costs were charged to the government; and (3) 
lax oversight practices by the cognizant federal agencies resulted 
in universities claiming excessive indirect costs. 

Since the March 1991 hearings, all parties involved have taken 
ateps to address the problems noted. For example, OMB issued a 
major revision to Circular A-21 in October that further limits the 
types and amount of indirect costs universities y claim. Some 
schools are adding modifications to their accounting systems to 
better segregate allowable from unallowable costs and have begun 
trainina programs for their employees on the federal cost 
pr indoles. The cognizant agencies have increased their audit 
presence and ta" n other steps to strengthen oversight at 
universities . 

While these actions may be appropriate interim steps, we 
believe that now is an opportune time to reexamine the federal 
approach for reimbursing universities for indirect costs. OMB is 
already beginning this process by leading a task force to further 
evaluate and possibly ravamp the system for reimbursing indirect 
costs. The Department of Health and Human Services (HHS) also has 
under way a study of National Institutes of Health sponsored 
research costs at universities. 

As part of our ongoing work, we are looking at various 
approaches and options that could limit additional rate increases 
simplify the reimbursement process, or strengthen federal oversight 
of indirect costs. We plan to discuss these approaches in our 
upcoming report, which is scheduled for release in the spring. 

Before I discuss our preliminary findings in more detail, let 
me provide some background on the federal process for negotiating 
indirect cost rates at universities. 
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BACKGROUND 

OMB Circular A-21 establishes the cost principles universities 
must follow in determining the types of allowable costs and the 
methods of allocating such costs to federally funded research. 
Direct costs are those that can be specifically identified with a 
particular research contract or grant; indirect costs are those 
that cannot be so identified and thus are charged via an indirect 
cost rat applied to each agreement. Generally, allowable Indirect 
costs are grouped into Beveral cost pools that are then allocated 
to the various functions of the university, such as research or 
instruction. The indirect costs ultimately allocated to research 
are then used to determine the university's indirect cost rate. 
The actual rate allowed/ however/ is negotiated between the 
university and its assigned cognizant agency, which is responsible 
for negotiating the rate for all government agencies. Most schools 
are assigned to HHS; however, the Department of Defense/ through 
the Office of Naval Research (ONR) , has cognizance over 38 schools. 

Harvard Medical and Berkeley are HHS-cognizant schools/ and 
MIT, like Stanford, is an ONR-cognizant school. The type of 
indirect cost rate negotiated generally differs between HHS- and 
ONR-cognizant schools, ONR typically uses a fixed rac3 with a 
carry-forward provision. Under this approach, tie university 
negotiates a provisional rate for billing the federal government in 
the year ahead. After the year is over, actual costs are audited 
and negotiated. Once a final negotiated rate is agreed upon, the 
difference between the amount received under the provisional rate 
and the amount finally negotiated is then carried forward and 
applied against future years' rates. As a result, ONR schools 
generally receive the full amount of their allowable, claimed 
Indirect costs. 

In contrast, HHS typically uses a predetermined fixed-rate 
scheme? that is, the agency negotiates a fixed rate with the school 
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for generally - 2- or 3-year period, on the basis of prior year 
incurred costs. Because this negotiated rate is not later audited 
or adjusted for actual costs, the schools following this approach 
may over-recover or under-recover their actual indirect costs. 

MIT, like Stanford, has a fixed rate with carry-forward 
provisions with ONR, whereas Harvard Medical and Berkeley have 
predetermined fixed rates with HHS. MIT's fiscal year 1990 
proposed rate, which is currently being audited', is 62 percent. 
This means that, for every $100,000 awarded to cover the direct 
costs of a research project,' another $62,000 is added for indirect 
costs. Harvard Medical proposed a fiscal year 1991 rate of 96 
percent, however, in April 1991, after unsuccessful negotiations, 
HHS imposed a rate of 63 5 percent, which Harvard Medical, is 
currently appealing. Berkeley has a negotiated fiscal year 1990 92 
rate of 49 percent. 

we generally examined the mout recent indirect cost proposal 
at each of the three schools reviewed. Our objective was to 
determine whether the types of mischarges and misallocations of 
costs we reported on in March were also occurring at schools other 
than Stanford and, if so, to determine the causes and type, of 
actions that might be needed to correct them. Our rev ew was not 
intended to determine what the actual indirect cost rate .ho be 
for each of the three universities. At HIT, the Defense ontract 
Audit Agency (DCAA) , which has audit responsibility o, : .11 «* 
cognizant schools, is currently in the process of auditing MIT s 

M sras ssss Mrs-* 

24, 1992. 

This formula is subject to ^"^^JPJ^W* 
requires that the indirect Jj^gjj on the total 

modified total direct costs < M ™Ch "ther than on hnsed 

e q uip:ent°an a "ni sTgrants^su^confract^over each. 



ERIC k 



14 



indirect costs for fiscal years 1986 through 1990*. Therefore, we 
primarily reviewed DCAA's ongoing audit work and results. Further 
information on the details of the work performed at each of these 
universities can be found in appendix I. 

UNALLOWABLE AND OUESTIONAP LE 
COSTS CHARGED TQ FEDERAL RESEARCH 

Our audit work, as well as that of others, has shown a number 

of instances at all three schools in which costs that were 

unallowable under Circular A-21 were included in various cost 

pools, portions of which were allocated to federal research. In 

addition, we identified other costs that appeared questionable for 

charging to the government. 

Specifically, MIT reviewed its sensitive accounts for fiscal 
years 1986 through 1990 in response to a request from DCAA. For 
those 5 years, NIT identified about $1.8 million in unallowable or 
inappropriate charges, of which about $778,000 had been charged to 
the government. These costs included charges for such items as 
floral designs, dues for airline airport clubs, artwork, overseas 
trips, receptions, dinners, and other party expenses. MIT has 
since repaid the government for these overcharges. MIT reviewed 
additional transactions at DCAA's request, which DCAA officials 
will report on. 

In addition, Harvard Medical's review of administrative 
accounts, as well as external audits that used sampling techniques, 
identified a total of $1.8 million in unallowable or questionable 
costs; of this total $254,000 was allocated to the government. 
Thes<> costs included those that were incurred at the central 
Harvard University level, as well as at the Medical School. We 



4 At the time of this writing, DCAA officials informed us they 
planned to complete the 1990 audit and issue a report in late 
January, 1992. They are continuing to audit fiscal years 1986 
through 1989* 
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reviewed the same sample of transactions and identified an 
additional $894,000 in unallowable or questionable costs, of which 
$75,000 was allocated to the government. These included costs for 
such items as alumni publications, extra pension costs for a non- 
Medical School dean, and excessive athletic facility costs. 

I should note that we found several problems with the adequacy 
of the review by Harvard's hired auditors. For example, they did 
not use a random start to select their samples, nor did they 
properly handle credit (negative) items. In addition, they 
initially deleted certain unallowable costs from their statistical 
projections because Medical School officials informed them that 
these transactions were anomalies. We believe these costs should 
not have been deleted because, in statistical sampling, they serve 
as "proxies" for other unknown transactions in the universe. As a 
result, the auditor's sampling results were not accurately 
projected. Harvard officials have since -greed with our Judgment 
that such costs should have been included in the projection. 

At Berkeley, we identified about $736,000 in unallowable or 
questionable transactions, $66,000 of which was allocated to the 
government. These included costs that were incurred at the central 
University of California level, as well as at the Berkley campus. 
These included about $300,000 for furniture and decorating items 
for the university's residence halls, items which should have been 
charged directly to other institutional activities. In addition, 
other unallowable or questionable items charged included alumni 
publications; Berkeley High School's graduation, which was held at 
the University; and 150 football tickets for potential University 
donors. 

As these examples show, charges similar to those we found at 
Stanford also occurred at the three universities we visited. While 
the magnitude of unallowable charges at each school may vary, the 
problem of unallowable costs being charged to the government is 
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systemic. This has been substantiated by the HHS Office of 
Inspector General and by DCAA audits at other universities 
conducted over the last several months. 

Further examples of unallowable or questionable transactions 
charged by each of the three universities visited are identified in 
appendix II . 

IMPROPER ALLOCATIONS OF COSTS 
TO FEDERAL RESEARCH 

As we reported to you in March 1991, the allocation process 
has the greatest potential for significant overcharges to federal 
research because the allocation methods affect all indirect costs. 
At all three schools we found numerous problems with the allocation 
methods. These problems occurred because the universities either 
did not comply with or improperly applied the A-21 criteria. As a 
result, overallocations o h.'Jirect costs to the government totaled 
over $12 million. 

Space Allocations 

OMB Circular A-21 requires that depreciation and use 
allowances for buildings and equipment as well as operation and 
maintenance (O&M) costs be allocated on Ihe basis of assignable 
square feet unless a more equitable method is justified by the 
university. To determine assignable square feet, all three schools 
conducted space surveys. We found problems with the space surveys 
at two of the schools, Berkeley and Harvard Medical. Proper 
assignment of space is critical because it is used to allocate a 
significant portion of indirect costs. For example, the buildings, 
equipment, interest and O&M costs at Berkeley and Harvard Medical 
were 29 and 59 percent of their total proposed indirect research 
costs, respectively. We did not independently review MIT's space 
survey. 
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At Harvard Medical, many of the federal and nonfederal 
research projects share the same space, and HHS found that Harvard 
Medical allocated the space between, and thus developed separate 
rates for, both kinds of research. By doing so, a 
disproportionately higher share of space costs was assigned to 
federal research, despite the fact Harvard Medical officials could 
,ot support the basis for this distinction. As part of their 
ongoing negotiations with HHS, Harvard Medical agreed to combine 
federal and nonfederal research into a single rate. This resulted 
in a $700,000 reduction in the .irect costs allocated to the 
government . 

At Eerkeley, we found inadequacies in trainind, instructions, 
and quality control measures resulted in numerous errors with the 
university's space survey. The most significant problem, involving 
coding and data entry errors, resulted in 7 percent of total campus 
space being coded as "unassigned . » The subsequent allocation of 
costs did not recognize this unassigned space; therefore, 100 
percent of the space-related costs was allocated to only 93 percent 
of the space. This resulted in an over-allocation of $580,000 to 
the government in Berkeley's proposal. Berkeley agreed this was an 
error . 

special Studies 

OMB Circular A-21 allows universities to allocate certain 
costs on the basis of a cost analysis study if the study 
demonstrates a more equitable distribution of costs-. All three 
universities performed utility studies to attempt to justify higher 
allocations of costs to research. Basically, these studies 
measured actual utility consumption to calculate weighting factors 
that wore then used to allocate utility costs. These weighting 
factors served to allocate proportionately more costs to apace, 
such as research labs, which use more energy. DCAA found problems 
with MIT's utility study which it will report on in its 1990 audit 
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report* Although we found no problem with the application of 
Berkeley and Harvard Medical's studies to utility costs, we did 
find several problems with their application to nonutility costs. 

We found that both schools used their studies to allocate 
utility maintenan^d costs, which included such items as costs of 
elevator repairs, fire equipment inspections, and management and 
review efforts. Officials at Harvard Medical said their approach 
was justified because utility maintenance costs are higher in 
buildings that have higher utility costs. However, other factors, 
such as the age of the buildings and equipment, could have a 
greater effect on maintenance costs than utility consumption, and 
neither of the schools demonstrated a direct correlation between 
utility and utility maintenance costs. 

Berkeley also allocated the cost of its energy conservation 
office using utility study factors. Likewise, Harvard Medical used 
the results of its utility study to allocate the depreciation costs 
for electrical, plumbing, heating, ventilation, and air 
conditioning equipment. Because none of these costs, including the 
utility maintenance costs, were included in the utility studies, 
they should not have been allocated on the basis of the utility 
study results. Since utility study factors weight costs more 
heavily toward research, using these factors for nonut/lity costs 
resulted in a higher proportion of costs being allocated to 
research witNout Justification. By using these factors, Berkeley 
allocated an additional $76,000 to federal research*, while Harvard 
Medical allocated art additional $174,000. 

Memorandums of Understanding 

As you may recall from our previous testimony, Stanford's 
allocation process was largely driven by memorandums of 
understanding (MOUs) that had bean accepted and approved by ONR. 
MIT--the other ONR school we reviewed--elso had several MOUs that 
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effected its allocation methods. Interestingly, DCAA issued a 
report in early February 1991 stating it had reviewed all 10 of 
MIT's MOUs and hcd determined that "in all cases, the contractor is 
in compliance with the terms of the MOU* and that the bases for the 
MOUs are reasonable." This analysis was incorporated into DCAA s 
audit report of MIT's 1986 actual costs, which DCAA issued on 
February 28, 1991. After the March 1991 hearings on Stanford, DCAA 
FeDruary t», m month, DCAA 

withdrew its report and reopened its audit. As oi < 
officials informed us that they had identified $4.8 
questioned costs to the government relating to several of the MOUs. 

He had brought one of these MOUs to DCAA's attention. This 
MOU allowed MIT to -mortize $3.6 million in renovation costs to a 
leased building over a 6-ye-r period. However, MIT had already 
exercised an option to purchase the building when the MOU was 
signed. Had the costs been capitalized and charged to 
the basis of the 2-percent use allowance that MIT uses or the rest 
of its owned buildings, MIT would have been able to claim only 
$72,000 a year instead of the $600,000 it claimed under the MOU. 
For the 6 years the MOU covered, this amounts to a difference of 
$3 .2 million, of which $2.4 million was charged to the ^vernment. 
DCAA agreed with our analysis, which it incorporated into its final 
report. 

While the two HHS schools we reviewed, Harvard Medical and 
Berkeley, did not have any written MOUs, HHS allowed some 
allocation methodologies that deviated from Circular A-21. These 
allowed methods could be considered "unwritten" MOUs- For exa«p£ 
A - 2 1 requires depreciation and use allowance costs to be a located 
on a bullding-by-building basis. However, Berkeley 
equipment costs by department and, in addition, did not ample all 
departments. Therefore, the allocations do not comply w th A-21 
requirements and would not necessarily be accurate even if they 
were in compliance. The HHS negotiator told us he was -ware of 
th s allocation method but did not consider it * problem because he 
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did not consider the equipment costs to be material. We believe 
the costs are significant, however, since about $5 million in 
equipment costs were allocated to federal research, even though we 
could not determine what portion was affected by this method. 

Additional examples of improper allocations noted are 
described in appendix III. 

OTHER INDIRECT COST PROBLEMS 

We found several other problems with the determination oi 
allowable indirect costs at the three universities reviewed. )-or 
example, we found a problem with MIT's capitalization 5 policy. 
Under cmb Circular A-21, capital expenditures that materially 
increase the value or useful life of an asset are unallowable as 
direct or indj- costs, except that a portion may be claimed as 
depreciation. m~ /ever, does not set a dollar threshold fc ; 

capitalization. We found that MIT's capitalization policy only 
requires capitalizing additions and Improvements when such items 
exceed $3 million, as contrasted with Berkeley and Harvard Medical, 
whose thresholds were $20,000 and $50,000, respectively. Such a 
policy allows MIT to claim significantly more costs in the present 
year than would have been allowed had they capitalized such costs. 
For example, MIT expended $3.6 million in fiscal year 1990 for 14 
building projects that exceeded $100,000 each, of which $1.9 
million was charged to federal research. Had these it^ms been 
capitalized and subject t> the use allowance, only $36,000 would 
have been charged to feJeral research for that year. 



5 Items which are capitalized are inventoried and depreciated over 
time. Only the annual depreciation is recorded as an expense each 
year. Items that are not capitalized are not recorded in 
inventory, and the full price is recorded as an expense in the 
period the item is purchased* 
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Similarly, Berkeley routinely records standard office 
furniture as an expense regardless of the cost. Circular A-21 sets 
a threshold of $500 for capitalizing equipment, which includes 
office equipment and furnishings. Berkeley officials, however, 
informed us that University of California policy requires recording 
all standard office furniture as an expense, which directly 
contradicts Circular A-21. While we could not quantify the actual 
overcharge to the government resulting from this policy, it could 
be significant since the policy affects all 9 University of 
California campuses; 4 of these campuses are among the top 15 
federal research dollar recipients nationwide. 

I should note that while we found numerous problems with 
Berkeley's indirect cost proposal, in addition to those already 
mentioned, not all of the problems we found were in Berkeley's 
favor. Unlike the other schools we reviewed, Berkeley nade aome 
mistakes that actually ended up in the government's favor by 
allocating fewer costs to the government than it would have without 
these mistakes. These mistakes included, for example, minor 
calculation errors in the utility study, use of the wrong utility 
factors in the proposal, and misal location of some operation and 
maintenance costs. While these serve to offset some of the dollar 
amounts that were in Berkeley's favor, of greater concern is the 
weakness in internal controls and other checks that should prevent 
or detect such errors. 

CAUSES OF PROBLEMS NOTED 

Mr. Chairman, the problems identified resulted from breakdowns 
in several Tcey areas of the system dealing with indirect costs. 
First, Circular A-21 criteria were inadequate for determining the 
type* 'of allowable costs and how those costs should be properly 
allocated among university functions. These inadequacies occurred 
because some principles in A-21 were vague, inconsistent, or absent 
altogether. For example, until OMB's recent revision to Circular 
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A-21, university officers' housing costs were not identified as 
unallowable charges to the government. 

Second, universities generally lacked adequate systems and 
controls to ensure that only allowable Indirect costs were charged 
to the government. Many university employees responsible for 
entering transactions into the accounting systems did not have 
adequate training in federal cost principles and thus may not have 
recognized that they were recording transactions incorrectly. 

Last, we believe that lax oversight practices by ONR and HHS 
were contributing factors. At the schools visited, we found 
instances in which both agencies failed to adequately review their 
assigned universities' indirect cost proposals or claims to detect 
and remove unallowable and/or unallocable costs. For 'example, ONR 
officials were lax in performing their responsibilities by not 
always requesting audits on a timely basis and by entering into 
MOUs that resulted in improper over-allocations of indirect costs 
to the government. DCAA, which is responsible for auditing the ONR 
schools, was in many cases years behind in performing requested 
audits. For example, DCAA did not complete its audit of MIT's 1986 
costs until February 1991, and it is currently re-auditing those 
costs as well as those for 1987 through 1990*. In addition, DCAA 
did not always review cost submissions for unallowable items in 
sensitive accounts, such as the President's House accounts. 
According to the HHS Director of the Division of Cost Allocation, 
HHS negotiators spend their limited time examining the broader 
allocation process rather than looking at individual cost 
transactions, and often negotiate reductions in universities' 
proposed .^direct cost rates which he believes more than compensate 
for any unallowable costs not identified by their negotiators. As 
an example o; the results of this process, Berkeley's proposed rate 
of 59 percen' was negotiated down to 49 percent, equivalent to a 



6 See footno',e 4 on page 5* 



9 

ERLC 



.0 



23 



reduction In indirect costs of -bout $6 million. However, we found 
several allocation problems, as well as unallowable cost charges, 
at Berkeley which had not been identified by the negotiator. 

ACT IONS TA K^N OR PLANNED 

S nee the March 1991 hearings first brought to light the 
problems found at Stanford, all Pities involved with the indirect 
cost process have taken variouB actions to address the problema 
noted. The cognizant agencies (ONR and HHS) h*ve acted to correct 
aome of their patt problema. ONR cancelled all but one of the MOUs 
a t Stanford and as well as many at its other assigned schools and 
implemented new review procedures for entering into MOUj. These 
new procedures include requiring an audit and legal review of such 
agreements before they are made, to prevent the type of improper 
and inequitable MOUs we have discussed today and previously. In 
addition, ONR and ~CAA, which have audit responsibility for ONR 
schools, are con' ling to review Stanford's indirect costs for t,e 
past 10 years and -o negotiate a final settlement for those years. 
Since the March 1991 hearings, DCAA and the HHS Office of Inspector 
General have increased their audit effort at other universities as 
well. DCAA has initiated reviews at all 38 ONR institutions and, 
in some cases, re-opened audits at schools where the audit report 
had already been issued, but final negotiations had not yet taken 
place. Likewise, HHS/OIG conducted reviews at 14 universities and 
assigned staff to assist in the negotiation reviews at others. 
However, these reviews are not full audits but instead focus 
primarily on reviewing administrative transactions and selected 
additional areas as determined by the audit team. 

At the university level, HHS and DCAA reported to you in May 
1991 that some institutions had begun their own -reviews of indirect 
costs and would be returning million, of dollar, to the government 
or reducing proposals or claims that had already been submitted. 
Since the March 1991 hearings, Stanford University has directly 
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repaid about $1,351,000 to the government and has made additional 
adjustments to the carry-forward totalling $596,000, for a total 
reduction to date of $1,947,000. Similarly, MIT has repaid 
$778,000 or unallowable or inappropriate expenses. Harvard 
Medical has made net reductions totalling $248,000 to its proposed 
1991 indirect cost rate since subr.xtUng its original proposal. 
Stanford and the three additional schools we reviewed have also 
started planning for or have already implemented modifications to 
their accounting svstems to better segregate allowable from 
unallowable costs ana »ave begun training programs to better 
educate their employees on the federal cost principles. 

OMB, recognizing the shortcomings of Circular A-21, issued a 
major revision to it in October 1991. This revision, which is the 
first in 5 years, further defines and limits allowable indirect 
costs. Among other things, the revision clarifies and disallows 
certain types of costs that h*d previously been paid to 
universities. For example, we reported to you in March on costs 
such as flowers, sterling eilverware, cedar closets and other 
expenses incurred for the Stanford University President's home. 
Circular A-21 had been silent on whether such costs were allowable. 
The new revision .to A-21 now clearly disallows the housing and 
personal living costs of institutions' officers. More 
significantly, Circular A-21 now limits reimbursement for 
administrative expenses to 26 percent, which OMB estimated will 
reduce federal reimbursements by $80 million to $100 million a 
year. 

CONCLUSIONS 

In conclusion, Mr. **Jrman, the actions that have been and 
are being taken appear to be appropriate interim steps. However, 
they alone are not sufficient to prevent future occurrences of the 
same kinds of abuses noted in these hearings without a commitment 
of a substantial amount of resources/ both by the universities and 
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the cognizant agencies. Furthermore, both the Congress and the 
administration have expressed concern about rising indirect costs 
and the impact these costs have on the government' 8 ability to fund 
a growing array of university research activities. Both are 
complicated issues that need to be addressed. 

In view of these concerns, \.e believe thiB may be an opportune 
time to reexamine the federal approach to reimbursing universities 
for indirect costs. Both OMB and HHS have begun thiB process by 
establishing task forces to address this broader concern. A number 
of proposals have been offered, both for simplifying the process 
and f«* reducing overall expenditures for indirect costs through 
^plication of caps or fixed rates on the various categories of 
indirect costs. As part of our ongoing work, we are examining the 
range of indirect cost rates now being applied at universities to 
better gauge how the various proposals might affect reimbursement 
of indirect costs at universities. We also plan to obtain the 
views of government and university officials on the likely impacts 
and other implications the various approaches might have for 
simplifying *,he process and affecting federal oversight 
responsibilities. We plan .o include this information in our 
upcoming report. 

This concludes my statement, Mr. Chairman. I would be glad to 
answer any questions. 
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APPENDIX I APPENDIX I 

OBJECTIVES, SCOPE, AND METHODQ LOGY 

We initially reviewed the indirect costs charged by Stanford 
University in response to a September 7, 1990 , request from the 
Subcommittee on Oversight and Investigations, House Committee on 
Energy and Commerce, to examine how universities char'j«* and 
allocate indirect costs to federally sponsored research grants and 
contracts. After reporting our findings on Stanford to the 
Subcommittee on March 13, 1991, we subsequently expanded our review 
to three other institutions: the Harvard Medical School (Harvard 
Medical), the Massachusetts Institute of Technology (MIT), and the 
University of California at Berkeley (Berkeley). Our objective was 
to determine whether the types of mischarges and misal locations o f 
cost r # we sported on in March were also occurring t schools other 
than Stanford and, if so, to determine the causes and types of 
actions that might be needed to correct these problems. Our review 
was not intended to determine what the actual indirect cost rate 
should be for each oi the three universities. 

At MIT, the Defense Contract Audit Agency (DCAA) is currently 
auditing incurred costs for fiscal years 1986 through 1990 7 . 
Therefore/ we primarily reviewed DCAA's ongoing audit work and 
results. At Harvard Medical, we focused our review on its fiscal 
year 1991 proposal, which is based on actual 1989 costs. This 
proposal is still under negotiation and appeal with the Department 
of Health and Human Services (HHS), thus we also considered *ome jf 
HKS' findings. In conjunction with its proposal/ Harvari* Medical 
hid also hired an outsj.de accounting firm to review its 
administrative accounts to identify and eliminate any unallowable 
or inappropriate transactions* We reviewed the accounting firm's 
results, as well as the firm's sampling methodology* Some of the 



7 See footnote 4 on page 5* 
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costs in Harvard Medical's proposal were actually incurred at the 
central Harvard University level, then allocated out to the various 
schools such as the Medical School. Our findings reflect only the 
dollar effect from the Medical School; the true effect to the 
government would be somewhat higher since the government also pays 
for portions of costs at the other Harvard University schools 
conducting federal research. 

We reviewed Berkeley's fiscal year 1990-92 proposal, which is 
tased on actual 1988 coRts. This proposal had already been 
negotiated and closed at a lower rate than Berkeley proposed- 
resulting in a difference of approximately *8 mil^on. Lika 
Harvard Medical, some of the costs in Berkeley's proposal were 
incurred at the University of California (UC, level, then al ocated 
to the nine UC campuses, including Berkeley. While our findings 
reflect the impact to the government at Berkeley, the true effect 
to the government would f higher since -11 of the central UC costs 
are allocated to ,ach of the nine UC campuses, portions of which 
a re paid for by the government through each school's indirect cost 
rates . 

We discussed the information in this testimony with officials 
at the three universities and incorporated their views where 
appropriate. 

We also looked at the oversight provided by the Office of 
Naval Research (OHR) and HHS, the two cognizant agencies 
responsible for negotiating indirect cost rates with the sc oo s we 
•eviewed. Since the March 1991 hearings first brought to light the 
problems found at Stanford, -11 partis involved with the indirect 
cost process h-ve t-ken v-rious -ctions to -ddress the problems 
noted. We met with official, at the Office of M-n«gement and 
Budget (OMB), DCAA, OHR, and HHS to determine what actions they 
hflV e taken to address these problems and what future actions are 
planned. 
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EXAMPLES OF UNALLOWABLE OR OlIESTTnNABLE 
COSTS CHARGED TO FEDERAL RESEARCH 

In addition to the costs that have already been identified and 
withdrawn at MIT and Harvard Medical, our examination of selected 
accounts and transaction detail identified the following 
transactions at Harvard Medical and Berkeley in which unallowable 
or questionable costs were charged to the governments 

yiNALLOWABL E COSTS 

Unallocable costs . Circular A-21 requires costs to be 
allocable to research in order to be allowable. In order 
to be allocable, the cost must either benefit a sponsored 
agreement, or be necessary to the overall operation of the 
institution. The universities charged many transactions to 
research that are clearly not allocable and thus not 
allowable. For example, Harvard Medical charged $65,200 
for shuttle bjs costs for student ridership, $38,000 to 
hire three doctors to teach courses in doctor/patient 
relations and clinical medicine, costs that should more 
appropriately be charged to instruction, and $11,511 in 
extra pension costs for a nonmedical school dean. For 
these, $21,928 was allocated to the government. 

Berkeley charged $500 to indirect costs for* part of a 
visiting lecturer's temporary living expenses, of which $88 
was allocated to the government. In addition, Berkeley 
included transactions totaling over $300,000 for various 
furnishings for the residence halls, items which should 
have been directly charged to other institutional 
acV.vities and therefore not passed on to the government. 
For these items, $49,256 was allocated to the government. 
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- pther costs . Harvard Medical charged $89,300 for a portion 
of the university's athletic facilities' costs, even though 
Harvard Medical also included the subsidized cost of 
employee memberships in a local health club. It also 
charged $42,200 for recruiting a new faculty member, which 
included paying the points and mortgage payments on a 
condominium, and $4,950 resulting from duplicate printing 
bills paid. For these three items, Harvard Medical 
allocated $29,629 to the go ernment. 

Legal Fees . Circular A-21 states that for costs to be 
allowable they must, among other things, be given 
consistent treatment through application of those generally 
accepted accounting principles appropriate to the 
circumstances. One such principle includes the matching of 
costs to the benefitting time period. Harvard Medical 
incurred $564,069 in legal fees in negotiating a 3-year 
union contract, most of which was paid in the proposal 
year. Rather than allocating these expenses over the term 
of the contract, the University recorded the expenses in 
the proposal year, thus inflating the proposal for the 
future yekrs. Only one-third of the legal fees should be 
allowed in the proposal year, while the excess costs of 
$275,891, should be disallowed from the proposal. Of the 
excess, $9,656 was allocated to the government. 

- im-m Activities. Circular A-51 specifically disallows 
costs incurred for alumni activities; yet Berkeley spent 
$10,000 in postage costs for the "CalReport," an alumni 
publication. Berkeley also charged its subscription to 
H^rwu^ajlMins, Harvard's alumni publication, to indirect 
costs. Similarly, Harvard Medical spent $65,401 for 
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special alumni mailings. For these transactions, these 
schools allocated over $4,000 to federal research. 

— Public Relations Activities . Circular A-21 disallows costs 
incurred for general public relations activities. Berkeley 
donated $500 for a community festival, $1,594 to send 
representatives to a University of California at Los 
Angeles (UCLA) convocation and to a California State 
University at Lob Angeles (Cal State-L.A.) inauguration* 

It also spent $2,907 on three events for high school 
st dents , and $290 to send representatives to two dinners 
sponsored by special interest groups. For these 
activities/ Berkeley allocated over $900 to the government* 

— Travel Expenses , Harvard Medical charged $7,330 for 
governing board travel costs on two trips, one examining 
issues related to election of university officials and the 
second to study investment and divestment in South Africa. 
The University of California (UC) charged $2,600 for UC's 
former president and his wife to fly first class to attend 
a dedication of student housing named after him. Since 
these individuals are not UC employees and there is no 
necessary benefit to either Berkeley or the other eight 
schools in the UC system, the entire trip is unallowable. 
The portion of cost allocated to the government for these 
two trips was $315. 

Circular A~21 specifies that the difference between first- 
class air accommodations and less than first class is 
unallowable except under specific circumstances* UC 
charged $1,494 for an individual to fly first class to a 
meeting, without justification for the first-class travel. 
In addition, UC charged $14,861 for chartered aircraft on 5 
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trips, 4 of which originated and ended within California. 
Four of the trips involved only one passenger, the fifth 
two passengers, and no justification was provided for the 
chartered aircraft for any of the trips. For these, the 
government charges, applicable only to Berkeley, was $365. 

- r" Activities . Circular A-21 states that oosts 
of organized fund-raising and similar expenses incurred 
solely to raise capital or obtain contributions are 
unallowable. Berkeley spent $3,300 to purchase 150 
football tickets to give to potential donors, $580 of which 
was allocated to the government. Harvard Medical also 
spent $8,296 in preparing a history on endowed 
professorships. For this, $290 was allocated to federal 
research . 

- AdyerUslna-MEensfiS. OMB Circular A-21 specifies that the 
only advertising costs allowed are those necessary to meet 
the requirements of a sponsored agreement, such bb 
recruiting personnel, procuring goods and -.ices, and 
disposing of surplus materials. At Berkeley, we found 

• three transactions totaling $912 for advertising for 

scholarship applications, a sexual harassment workshop, and 
graduate division office hours. Of this total, $160 was 
allocated to the government for these expenses. 

- rntrrtn'n— r* f"* m-cellaneous ExP?n»ep. Circular A-21 
states that costs .incurred for amusement, social 
activities, and entertainment are unallowable. Harvard 
Medical charged $7,336 for events sponsored by Harvard 
Neighbors, a social organization, of which $257 was 
allocated to the government. In Berkeley's student 
services pool, we found charges totaling $931 for an 
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undergraduate retreat and for room rental and catering for 
a student party. We also found an expense of $850 for a 
desk which should have been capitalized. Since only a 
small portion of student services at Berkeley is allocated 
to the government, $45 was allocated to the government for 
these items. 



QUESTIONABLE COSTS 

Officers' Housing Costs . Since March, when we testified on 
the excessive costs associated with Stanford University's 
President's university-owned residence, much attention has 
been given to this area by all parties concerned. OMB' s 
recent revision to Circular A-21 now makes such costs 
unallowable. While these costs were not specifically 
unallowable at the time the proposals we reviewed were 
prepared, some of the costs charged do appear 
inappropriate. For example, part of the costs that MIT 
repaid included $174,000 in costs charged to the 
president's house account for such items as liquor 
purchases, flowers, and art, for which the government paid 
$120,492. Berkeley charged $155,415 to the account for its 
chancellor's residence, of which $27,260 was allocated to 
federal research. These charges included, for example, 
linens, floral arrangements, and oth»r household items. 



$4,D00 was allocated to federal research. These costs were 
included in the proposal reductions we discussed earlier. 
In addition, we found three transactions totaling $20,229, 
for the president's travel, car, and publication of the 



Harvard's auditors found about $114,000 in unallowable 
costs associated with the president's residence/ of which 
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Pr P! ? l dent's Report , which is distributed to members of the 
community. For these, federal research was allocated $708. 

— Bags and Memberships . Harvard Medical spent $2,875 for 
dues and memberships to various organizations, such as the 
Association of American Universities, for which the 
government was allocated $101. 

— other costs . Harvard Medical included legal fees for 12 
legal matters, such as fees incurred in the sale of 
property in New York and defending a sex discrimination 
suit brought against the Harvard Business School, in its 
indirect cost proposal. These items totalled $246,925, for 
which $8,642 was allocated to the government. 

Berkeley charged at least $19,512 to indirect costs for 
numerous events at its faculty club, many of which were 
unallowable for reimbursement by the government. These 
events included several luncheon meetings for 
intercollegiate athletics and lunch and breakfast meetings 
regarding public relations, public ceremonies, and alumni 
affairs. While some of the faculty club meetings may have 
been considered allowable, many were not. In charging 
these meetings to the cost pools, Berkeley had not 
attempted to distinguish between those events that might be 
allowable and those that clearly were not allowable. As a 
result, all faculty club events were charged to indirect 
costs, and $3,422 of this was allocated to the government. 
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E XAMPLES Qf J MPROpER ALLOC ATIONS OF 
COSTS TO FEDERAL RESEARCH 



We also found problems similar to the allocation problems 
discussed in our testimony, in other areas: 

— Distribution Base . Indirect cost pools are allocated to 
each of a university's benefitting functions in what is 
called a step -down process. For an example, some cost 
pools, such as building depreciation, are allocated to both 
indirect cost oools and direct functions, such as research 
and instruction. Amounts that are allocated from one 
indirect cost pool to another indirect cost pool are called 
cross-allocations • 



Circular A-21 states that cost pools are to be allocated to 
functions on a modified ':otal direct cost (MTDC) basis. 



modified total cost base" for allocating costs. This 
method, which is not prescribed by Circular A-21, increases 
the cost base of each pool at each level in the step-down 
process, which serves to compound the relative portion of 
costs allocated to research. HHS has disallowed this 
method in its negotiations with Harvard Medical, which we 
concur with. We found this approach resulted in an 
additional allocation to the government of $663,000, but 
Harvard Medical did not adequately Justify the approach's 
equity. 

— Equip ment Depreciation/Use Allowance . Berkeley charges 
depreciation on certain classes of its equipment and use 
allowances on others. We found errors in its depreciation 
calculations that resulted in $6,700 overallocated to 



However, Harvard Medical uses what it calls an "accumulated 
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federal research. In addition, we found inaccuracies In 
the equipment data base that Berkeley used to calculate its 
indirect costs; we also found that it did not reconcile 
with the equipment inventory. For the errors in the 
equipment inventory, $136,000 had been overallocated to the 
government . 

We also found that the equipment values included in 
Berkeley's inventory did not reconcile with the dollar 
amounts included in Berkeley's accounting records. This 
was because assets were recorded in the equipment inventory 
on the basis of the purchase order amount, whereas assets 
were recorded in the accounting records on the basis of the 
invoice amount. We could not determine what effect this 
might have on charges to the government. 

- Q BeSflUflD and ° CQBte. We found several 

problems in the way Berkeley allocated its OSM costs. For 
example, certain costs were allocated on the basis of total 
costs rather than on assigned space, as Circular A-21 
specifies*, and certain costs were erroneously allocated to 
departments that do not benefit from those costs. As a 
result of this, a net total of $?.87,000 was actually 
underallocated to the government. 

-- utility Study . At Berkeley, we found that wrong utility 
factors from its utility study were used in preparing its 
proposal. We also found minor miscalculations uoed to 
arrive at the factors in the utility study itself. Had 
these" errors not occurred, an additional $96,000 would have 
been allocated to the government. 
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— Library Pool . Berkeley allocated most of its library costs 
on a basis inconsistent with A-21, without conducting a 
special study or otherwise providing adequate 
justification. As a result, its proposal allocated $3.5 
million more to the government than would have been allowed 
had the university used the standard Circular A-21 method. 
HHS did not accept Berkeley's allocation of library costs 
in negotiating the indirect cost rate. 

Other allocation errors . We found that Berkeley AIbo made 
other misallocat J ons of costs because of a programming 
error. This resulted in $24,000 overallocated to the 
government. 
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Mr. Dingell. The committee is grateful to you for your invalu- 
able assistance to us. Ar you very well know the Chair has enor- 
mous respect for the General Accounting Office, and you have 
served this subcommittee and this country well on the missions to 
which you have been assigned by the subcommittee, and we are 
very appreciative of your presence today. 

The Chair recognizes first the distinguished gentleman from New 
York, Mr. Lent, for questions. • • 4 . u • 

Mr. Lent. Thank you, Mr. Chairman. I want to join the chair- 
man in thanking Mr. Peach for his testimony and for all of the 
work that the GAO has done in this particular area. 

Mr Peach, in your testimony, you state that now is an opportune 
time to reexamine the Federal approach for reimbursing universi- 
ties for these indirect costs. My question is: Is there any theoretical 
bafis for reimbursing these universities for more than the margin- 
al, indirect costs of doing research for the Federal Government, as- 
suming that these costs can be identified? 

Mr. Teach. At least the basis that I would go back to, and the 
basis we have been operating under is Circular £-21, and you asked 
about a theoretical basis forgoing beyond that. But the basis gener- 
ally established in A-21 relate to reasonable costs that are incurred 
directly related to the operation of the university and the research, 
and an equitable distribution of costs between the Government and 

the university. , , , . T 

Mr Lent. Well, in other words, the question rephrased, and 1 
guess your answer would be the same is: Should the taxpayers bear 
more than the extra burden imposed on the universities because 
those universities happen to do research work for the federal Gov- 
ernment? And I think your answer is, they need not be or should 

n °Mr e 'PEACH. Certainly h the case of the types of cost, if I move 
for more theoretical and we look at the types of costs that have 
been identified as a result of the audits that have been done, it 
shows a consistent abuse in charging costs that even are clearly 
unallowable under the circular, a number of other costs that are 
questionable when you apply the principles of being reasonable 
costs that relate to the ongoing business of the university, and also 
a number of special studies used to support allocations of substan- 
tial amounts of costs which don't result in an equitable distribution 
of the cost:, that they are involved with. 

Mr. Lent. Now you mention the different types of indirect costs 
negotiated by these two nicies, ONR and HHS, a fixed rate with 
a carryforward provision In the case of ONR, and a predetermined 
fixed rate scheme in the case of HHS. Did you also notice any dif- 
ference in the philosophy as between these two agencies? Was ONK 
more inclined to compensate universities for their costs, and was 
HHS more inclined to try to negotiate the lowest overhead rate 

P °Mr b Peach. Well, the difference, I would describe as a full cost 
basis, as opposed to a cost-sharing basis. Those were the principles 
that were being applied. ONR is operating on a basis of reimburs- 
ing you for the full cost that you are claiming, whereas .IHS is op- 
erating off of a negotiated basis where they will negotiate a rate 
for a fixed period, usually 2 years into the future. 
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The university will make a proposal as to what they think their 
rate should be. It is examined for some period of time by HHS, and 
then they negotiate a rate that they think is a reasonable rate. It is 
not subject to audit afterwards once they have negotiated the rate. 
Whereas in the case of ONR, they will agree on a provisional rate, 
on which the university will be reimbursed for a year, and then 
they will come in and audit what the actual claims are; and they 
will carry forward any additional costs that they can claim above 
that additional rate. And it is designed to reimburse them for their 
full costs. 

Mr. Lent. So that the ONR rates tend to be more fully docu- 
mented than do the rates charged by HHS; but on the other hand, 
the HHS rates tend to be generally lower? 

Mr. Peach. They are more fully documented with— the average 
rate for an ONR school is 59 percent; the average rate for an HHS 
school is about 50 percent. So there is a considerable amount of dif- 
ference in those rates. 

Mr. Lent. Thank you, Mr. Peach. I see my time is up. Thank 
you, Mr. Chairman. 

Mr. Dingell. The Chair thanks the gentleman. 

Mr. Peach, last year Mr. Milton Socolar, General Accounting 
Office, often testified before this subcommittee regarding the situa- 
tion at Stanford. At that time, Mr. Socolar said that he is not in a 
position to determine whether Stanford was in a unique situation 
regarding the problems associated with its indirect costs or wheth- 
er it was just a part of a larger problem. 

Based on your further audit work at MIT, Harvard, and Berkeley 
and at other schools, would you say that the situation found at 
Stanford was typical, or was it unique? 

Mr. Peach. Mr. Chairman, I think we are certainly in a position 
now to say that the problems are systemic. If you, for example, 
take the controls over areas like general administiative expenses, 
our work at the three schools has shown the same pattern we 
found at Stanford. And we also know now that HHS's work and 
DCAA's additional work at a number of other universities show the 
same types of problems in the charging off of those expenses. 

In addition, now that we have been to other schools and also 
have looked at memorandums jf understanding, spe cial studies 
used to support allocations, we again see the same pattern of it re- 
sulting in an inequitable allocation of costs to the Government. So 
I would say clearly the problems are systemic. 

Mr. DiNgell. I think it is important that that be on the record, 
because we don't want to be singled out as picking on one school or 
university where we have a situation that is widespread and in- 
volves a broad spectrum of participants in Federal grant programs. 

Now, Mr. Peach, to what extent did the General Accounting 
Office find specifically unallowable costs being billed to the Govern- 
ment at MIT, Harvard, and Berkeley? 

Mr. Peach. Well, Mr. Chairman, I will cite an example that may 
be one way to give you an idea of what the specifics are. If I was to 
refer to my overall statement, the longer statement that I have, on 
page 5, we have an example pointing out that MIT took a look in 
its sensitive accounts in response to a request from DCAA to look 
at that, and for a 5-year period identified about $1.8 million in un- 
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allowable costs, $778,000 being charged to the Government. The 
items that were included in those costs were things like floral de- 
signs, airline airport clubs, artwork, overseas trips, receptions, din- 
ners, and party expenses. Those are all the areas for which MIT 
has now agreed to reimburse the Government. 

Mr Dingell. Now, 1 believe we ought to address one question. Is 
it fair to say that the unallowable, questionable costs are attention 
Betters- but in reality, the problem is deeper and broader, and that 
is that 'the allocations practices significantly alter the cost arrange- 
ments? Is that a fair statement? 

Mr Peach. Yes. I would agree very much with just the way you 
separated those. The unallowable costs, and the questionable ones 
like the president's home and other issues like that, are things that 
will clearly get a lot of attention. But there is also very large 
money involved in these special studies, these memoranaums of un- 
derstandings, which cover these big areas of utilities costs, depre- 
ciation, and library expenses. And if they resulted in an inequita- 
ble allocation, you can be talking millions of dollars. 

Mr. Dingell. So while they may attract a considerable amount 
of attention and while they are a significant problem, that there 
are other elements of the problem which are extremely important 
to which we have to devote our attention? 
Mr. Peach. That is correct, Mr. Chairman 
Mr. Dingell. One mechanism, as you have indicated, for the 
shifting of the allocation processes are the memorandum of under- 
standing. At Stanford, for example, the MOU s resulted in a shift 
of $20 to $30 million to the taxpayers. What did you find regarding 
MOU' 5 * at these three universities and at others.' 

Mr Peach. All right. Let me ask Mr. Cohen to talk about the 
problem that we found with one of the MOU's that we identified 
specifically at MIT, which was quite a sizeab 1 ^ problem. 
Mr. Dingell. If you please. 

TESTIMONY OF JOSEPH S. COHEN 
Mr Cohen. Thank you, Mr. Chairman. 

MIT, Hke Stanford, being an ONR school, did have a i number of 
memoranda; 10, specifically. One of the ones which I think : is pa ir- 
ticularly straightforward and easy to explain involved a building 
on which MIT had signed a lease and had already exercised an 
option to purchase. This was a new building to the university and 
one which they were planning to devote fully to research They had 
to spend $3.6 million to put this building in condition for it to serve 

"fiSAriSFSS'*** available to the Government Uo ^NR 
and to DC A A and they agreed, in the form of a memorandum ol 
understa^r ding to allow this $3^ million in renovation costs to be 
amortized^ ov^ 6 yea™ 1984 to 1989, or 1985 to 1990, as he case 
m^v be They had already, as I said, agreed to purchase this build- 
Er and as a purchased building. MIT would have been obligated to 
use ?ts own policy of depreciating or taking a use allowance of I 

Dercent a year, $72,000 In this case. . « „ , , 

So during this (Wear period, after facto ing in what the Federa 
Government paid, MIT actually charged the Federal Government 
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$2.4 million more than would have been allowed under the use al- 
lowance. 

Mr. Dingell. Now, ladies and gentlemen, at MIT, what did you 
find in terms of the appropriateness of the MOU's, as well as the 
impact of the MOLTs? 

Mr. Peach. Well, the one that Mr. Cohen just described was one 
that we came across directly and were able to define an impact and 
attach a dollar value to it. That was one that we also referred to 
DCAA. DCAA was in the process, while we were there, of also ex- 
amining and going into the other MOU's. And they currently have 
done work to try to define what they think the total scope of the 
finding is there. 

They suggested their problems with at least 8 of the 10 MOU's 
from DCAA's work, and the most recent figure they are talking 
about for the 1 year, was in the range of between $4.5 and $5 mil- 
lion associated with that. 

Mr. Dingell. Could we note here, for the record, that of the 
schools we have been discussing, only MIT had MOU's, and that 
HHS schools do not use these devices? 

Mr. Peach. They do not use those devices. Sometimes thev 
have — some of the HHS schools, on occasion, have what they call 
special studies that are provided, but not memorandums of under- 
standing. 

Mr. Dingell. Do they tend to function the same way as MOU's? 

Mr. Peach. Well, in this case, you get a signed document; I $bink 
the special studies, on the other hand, if they are looked at and 
agreed to, we consider them as being unwritten MOU's. 

Mr. Dingell. Now, Mr. Peach 

Mr. Peach. They work the same way, in effect. 

Mr. Dingell. I am sorry. Mr. Peach, the Government audit agen- 
cies tend to focus on the existence of MOU's in their risk assess- 
ments to determine which universities seem to be at high risk. 
During your reviews, didn't you find that while MOU's are a prob- 
lem, there are a number of other hidden agreements or not formal- 
ized agreements that can have major cost shifts in the allocation 
process? 

Mr. Peach. Yes, we did. One example that I cited and referred to 
relates to the policy on capitalization that we found nt MIT. Their 
capitalization policies require an expense to be above $3 million 
before they would capitalize it. Whereas at the other two schools 
we visited, it was $50,000 and $20,000. And we just applied and 
looked at projects where they had spent at MIT over $100,000 that 
should have been capitalized and should have been amortized in 
the year in which they were expended 

And in that particular case, it resu ed in a substantial amount 
of money that was inappropriately cVarged off in a >ear. I think 
$1.9 million was «/ne total that I was looking for. 

Mr. Dingell. Mr. Peach, can you tell us what you found regard- 
ing these infoimal agreements or arrangements at each of the 
three schools that we are discussing? 

Mr. Peach. All right. Let me ask — let me ask the people that 
have done the work directly to describe examples of those ones of 
problems that we found at the schools. 

Mr. Dingell. That would be very appropriate. 
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TESTIMONY OF DOREEN S. ENG 
Ms. Eng. As an example, at Berkeley we were looking at how 
they were allocating their equipment depreciation and use allow- 
ances costs, and A-21 specifically requires that it be done on a 
building-by-building basis. . , 

What we found at Berkeley is that they were doing rt on a fc 
partment-uy-department basis, which would have been OK " they 
had done a 100 percent sample; but they didn't. They only did a 
partial sample. So what happened, if you had a department that 
wasn't sampled and say that department had 50 percent research 
salaries, 50 percent instruction salaries, since they didn t actually 
sample the physical space, they did it on salaries and wages, and so 
the space would be allocated 50-50, even though there may be a 
very different proportion that was used for instruction or research, 
but they had no way of knowing. 

We did ask HHS about this method. They said they knew about 
it, that they were using it, but they felt that it was simpler and it 
was OK. We could not quantify the amount, because the only way 
would have been to do an actual physical sample of all th > build- 
incs ourselves. But it is just another example of an arrangement 
that was agreed to between the school and HHS, but was not docu- 

m Mi e DiNGELL. You referred to one item at MIT, I believe, else- 
where in your discussions with the staff. You indicated that , ; on 3 
instance MIT expended $3.6 million in fiscal year 1990 *or J 4 
builmng projecte! P that each exceeded $100,000; $1.9 million was 
charged to Federal research. Had these items been capitalized 1 and 
subject to use allowance, only $38,000 would have been charged to 
Federal research for that year. Is that a correct statement.' 
Mr. Peach. That is correct, Mr. Chairman. 

Mr. Dingell. And again, you noted that at Berkeley and Ha - 
vard Medical School, the dollar thresholds were *WflM*£ 
$50,000 respectively. At MIT, the dollar threshold was $3 mi Uion. 
So that this, again, tended to shift the equation in favor of MIT in 
connection with their activities in this area; » that correct. 

Mr Peach. Very much so. We thought $3 million was a very 
high number to have for suggesting that you would be expensing 
things before you would capitalize them. 

Mr Dingell. How did that number, $3 million, creep in? 

Mr. Peach. I don't know whether Mr. Cohen has any insight on 

^Mr^CoHEN. Yes, I have some. In the early 1980's, the Navy and 
DCAA pointed out to MIT that they didn't have a very clear capi- 
talization Policy. They asked MIT to prepare one, which they did 
MIT prepared an initial draft of the capitalization policy, which 

t'ihStW^on by DCAA, I believe, that they 
needed a threshold. MIT proposed $3 million as this threshold al- 
lowing them to expense all building improvements and renov -.tions 
below that amount; and that, in effect, was accepted by ONK and 
DCAA, and has been the policy at MIT since 

Mr. Dingell. Now, Mr. Peach, we have been discussing some- 
thing here, and you and Mr. Cohen have been addressing it. What 
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can we say has gone wrong here? Is it a question of insufficient 
Government oversight in which we find a situation where universi- 
ties have then moved aggressively into a vacuum created by ihat, 
or what is the situation? 

Mr, Peach. You are close to the way I would characterize it, Mr. 
Chairman. I would say you start off with A-21 guidance. It invited 
opportunistic interpretations by schools that used it as an opportu- 
nity to reach for all that they could receive in reimbursement, 
often not having very good controls or very good accounting sys- 
tems at the schools, backed up Hy a lack of oversight by the Gov- 
ernment agencies that were supposed to be protecting the Govern- 
ment's interest in this regard. All those things, 

Mr. Dingell. Mr. Peach, your colleague, Mr. Socolar testified 
last year that Stanford was aggressively going after every dollar it 
would lay hands on, and that the Government was not keeping a 
watchful tye. Do you have or do we have any reason to believe that 
MIT, Harvard, and Berkeley were engaged in similar behavior with 
their capitalization policies, their accumulated modified total cost 
base and an allocation of equipment costs by departments instead 
of by buildings? 

Mr. Peach. Certainly they were all aggressive. MIT and particu- 
larly Harvard Medical could be described, I believe, as being very 
aggressive in their reimbursement request policies. Berkeley was a 
little bit different in that it is the one school we went to where we 
found they were making errors both ways. There were errors and 
mistakes that wer* being made that worked in their favor, and 
there were also some errors they made that worked in the Govern- 
ment's favor. And it did look like on some occasions that they just 
didn't really have people who had a good, clear understanding of 
what they should be doing and how they should be applying the 
principles. At the other schools, all of the problems we found 
always v;oi kod in the university's favor. None worked in the Gov- 
ernment's *avor. 

Mr. Eingell. It would be fair to assume thnt we would expect 
that some mistakes would work in favor of the university rathe* 
than in iavo** of the Government. 

Mr. Pe^Oi. Yes. 

Mr. Dingell. Now, we have been hammering rather hard at sev- 
eral universities. Would it be fair to say, however, that there is a 
strong possibility that similar events were going on olsewhere and 
have no* yet been fully developed in the course of the sundry 
°udits? 

Mr. Peach. Yes. If you are referring, I think, both in terms of 
cth«*r universities, I an assuming you might also be referring to in- 
direct costs as they are applied in other areas of Government activ- 
ity where we are currently involved, at your request, in looking at 
some )f the Superfund contractors *?t EPA. And we are also getting 
involved at your request c nd looking at some of the indirect costs 
at the major Department of Energy facilities. 

Mr. Dingell. And we are looking forward to a great outburst of 
generosity on the part of those people in returning moneys to the 
Federal Government. 

Mr. Peach. Right, right. 
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Mr. Dingell. The Chair is going to recognize my good friend, Mr. 
Bliley, for questions. 
Mr. Bliley. Thank you, Mr. Chairman. 

You described the fixed rate with a carry-forward provision as 
the system used by ONR; is that right? 

Mr. Peach. Yes. , . 

Mr. E:."EY. I think they call it provisional rate, but it was c 
carry-forward, and it is designed for full cost recovery. 

Mr. Bliley. When is it used and when must the university 
refund inappropriate charges? 

Mr. Peach. Well, the rate is agreed upon year by year, and then 
it is subject to the claims made by the university, after an auditor 
review And if there are additional costs that the university should 
be receiving, then that is carried forward to the next year; or it 
any problems occurred, that should also be carried forward and ad- 
justed out into the preceding years. That is how the system is de- 
signed to work. , , , 

What of course, occurred at Stanford and also at MIT and some 
of these other schools, as these issues have been brought up about 
improper, unallowable costs and they have been identified, they 
have caused the universities to take action to reimburse costs for 
those past years, many times going back in the 1980 s tor some 

y6 Mr.' Bliley. I see. But does not the use of this carry-forward en- 
courage a university to include an inappropriate charge, knowing 
that the only remedy will be a lower rate in some future year? 

Mr Peach. I don't think— I weuid have to say I don t think it is 
just exactly only the carry-forward. I mean, I think the whole 
system has been designed to be as lenient towards the universities 
iii terms of trying to assure them as full a recovery of whatever 
costs they claim is as possible. , 

I think that is the way the system has been working up to the 
point that the oversight hearings that were begun by this commit- 
tee, and the investigations have begun to shine a spotlight on that 
activity and say there is something questionable that is occurring 
here. And people then begin to line up and say, well, yes, there are 
some problems, there are some costs; let us go ahead and look at 
them and begin to reimburse you for some of those costs. 

Mr. Bliley. You stated that Harvard Medical School proposed toi 
fiscal year 1991 overhead rate of 96 percent? 

Mr. Peach. That is correct. 

Mr. Bliley. But that HHS imposed a rate of 63 V4 percent? 
Mr. Peach. That is the rate HHS has proposed for reimbursing 
them. It is my understanding that Harvard Medical is challenging 

th Mr. Cohen. Right. They are using a provisional rate of 88 per- 
cent right now until this matter fa resolved, which I think was 
their rate from the prior year. But HHS, in its unilateral determi- 
nation, is saying the rate should be 63Vfe percent. 
Mr. Bliley. Well, is there any kind of an audit going on at Har- 

Vd Mr Cohen. Well, we did some audit work at Harvard during a 
process where HHS and the Harvard Medical School were m the 
earliest stages of resolving this through the appeal process. 
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Mr. Buley. My reason in asking the question is if there is not 
some audit there, how will HHS be able to establish this 63 Viz per- 
cent under this appeal as the right thing and not indeed at what 
Harvard says at 96? 

Mr. Peach. The HHS process is a negotiated process. Harvard 
has come forth with their position in support of what they think 
justifies this rate that they asked for. HHS has , :>ked at that and 
said, we think 63 V2 percent is as much as we should be giving you 
for your indirect costs, and then it gets into a negotiation kind of a 
process between someone having to resolve and look at the appeal 
that is brought forward by the university administratively in HHS. 
But it is more of a negotiating process as opposed to a process that 
is a result from a specific audit with a lot of specific costs. 

Mr. Bliley. What happens if negotiations break down and they 
can't reach an agreement? What happens then? 

Mr. Peach. Well, eventually the appeal has got to be resolved, 
and they have got to agree to a rate at which they will be reim- 
bursed. I suppose the other thing, you say what happens if they 
come to a rate that HHS says this is all we are going to give you 
and Harvard is not satisfied with that, they could decide whether 
or not they want to do the research they have been doing. 

Mr. Bliley. I see. 

Mr. Peach. I suppose that would be an ultimate kind of solution 
to say, well, if that is all we get from indirect research costs, we 
can only get 65 percent reimbursement here, then we aren't going 
to do the research. 

Mr. Buley. Well, HHS can take their research somewhere else, 
too; they would have that option. 

Mr. Peach. Right. 

Mr. Bliley. Is there any other school that has a rate that ap- 
proaches 96 percent? 

Ms. Eng. We have read that there are some schools that are 
close to that airount, but we ourselves have not looked at those 
schools. For example, we have seen > he press Howard University 
was somewhere over 100 percent. 

Mr. Buley. Over 100 percent, and we haven't looked at it? 

Ms. Eng. No. Because in terms of research dollars, it is not one 
of the top schools. 

Mr. Buley. Oh, I see. Well, when you say it is not one of the top, 
how much do we spend out there? 

Ms. Eng. I don't know. We did not examine that school, in par- 
ticular. 

Mr. Bliley. It would seem co me that if we had 100 percent or 
over 100 percent for overhead costs, that we ought to look at it; I 
don't care what the figure is. You know, because if you don't look 
at it, then you say, well, some other school is doing research and 
saying, gee, we are only charging 25 percent; this school up here is 
charging 110 percent, We are chumps. Maybe we ought to go, you 
know, raise our sights a little bit. That is where I am coming from, 

Mr. Chairman, I am happy to yield to you. 

Mr. Dingell. I want to commend the gentleman for his ques- 
tions. There is one thmg I think that will help us to understand 
this situation. In the r;ase of the Navy, their audit programs are 
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directed at dealing with specific rules of behavior which are set 
forth: is that correct? . 9 

Ms Eng I am sorry. Could you repeat the question.' 

Mr eSngelt Yes. In the case of the Navy the r programs deal 
wi^ specific patterns of behavior which are clearly defined in the 
rules and in the agreements; is that right.' 

Ms Eng As we understand them, yes. 

Mr DiNGELL And in the case of HHS, it is essentially more a 
negotiated proces^ which is somewhat vague as to the underpin- 
nfng anc I the rules upon which those agreements are based; is that 

8 m7pU?HS to break in, Mr. Chairman, clearly there is not 
thf kind of documentation there in the HHS. It is a negotia ting 
proce s Oftentimes there is clearly not that much docmn^bon 
about how they got to their negotiating position, what they are 
going toTuggesllhat they are going to reimburse at. Sometimes 
therf is some documentation, sometimes not a lot of specific docu- 

""inlneONR approach, the schools submit what they think they 
have a right to recover and it is looked at in accordance with the 
circular and hi accordance with any special agreeme^ *s they have. 
And if they deem it to be allowable under that, then it gets reim 

bursed for that cost. . w , , T . f • • 

Mr. Dingell. I hear what you are saying. Would I be iai ^in ^in 
ferring that it is harder to deal with a situation? Let me describe 
what I understand you are telling me. You are saying t haT HHS* 
more aggressive in its negotiations and its handling ol the agree 

""m^'Peach. They seem to be operating more on the idea we are 
willing to share your indirect costs up to a point. 

Mr PEACH L Ald S they will establish what that point is It is not 
we are gotog to reimburse you for everything you ask for but we 
are willing to share up to a point; and we will negotiate with y u 
on what that point is going to be. You make a "^nta^jnd 
if we think that is too much, then we will n ^" te ^ h ™ h ^h e y 

Mr. Dingell. The problem is, in the case of HHS, although they 
are more aggressive.they have less documen ation is ^ 

Mr. Peach. That is correct. I can back that up with kind 01 an 

'Tyou'take Berkeley, Berkeley asked for a 59 percent rate. HHS 
an( i Berkeley accepted— ultimately a 49 percent ind rect cost reim 
hnlpmlnt rate Now we looked at Berkeley's onginal proposal 
tha th e" mad^o back up that 59 percent rate and in our quick 
took at it, we found at least $4 million that cou d be knocked out of 
hat^u of what they had requested that was ^appropriate 

Ifyou look at what HHS did just through their judgment in n 
go ation in reducing the rate from 59 percent to 4 JPJJ^J^ 
accounted for about $8 million, so they, in effect, through their nt 
go Sing Practice, knocked out $8 million. It wasn't -JJjej 
when we looked at it, and we looked at ^.^^J^VS. 
cifically we can add up by a quick look $4 million that doesn 
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Mr. Dingell. Now, ONR has a different approach. They tend to 
be more gentle and less aggressive, but they tend to require more 
in the way of documentation, is that right? 

Mr, Peach. There would be more in the way of documentation, 
but I would have to say our work at Stanford and at MIT calls into 
question the quality of the documentation in a number of in- 
stances, and their willingness to accept that documentation is a 
basis for saying, yes, we will reimburse you for those costs. 

Mr. Dingell. Thank you. I thank the gentleman for yielding to 
me. 

Mr. Bliley. Mr. Chairman, I yield back at this time. 

Mr. Dingell. Now, Mr. Peach, the university community has 
sought to porti^y the Government's questioning of costs at Stan- 
ford, MIT, and other colleges and universities as breaking a part- 
nership that started some 50 years ago between the Federal Gov- 
ernment and the universities, and the allegations are being made 
that the Government is now auditing under different rules and ret- 
roactively applying these rules into the 1980's. You have identified 
a number of expressly unallowable charges that you found in the 
billings of the universities to the Federal Government. 

Did your auditors use any new definitions of what is allowable or 
not allowable or did you use the same definition of allowable and 
unallowable that has existed at the time these expenses were first 
incurred and negotiated and at the time the bills were submitted 
and presumably paid and are we to infer that those same standards 
are still in existence today? 

Mr. Peach. We didn't come up with any new rules, Mr. Chair- 
man. We went right back to Circular A-21 as it existed for the 
period in time that we were looking at the costs, and we made our 
examination — our interpretation of what is provided in A-21 — in 
ways that we felt were designed to protect the Government's inter- 
ests, and, through doing that, identified unallowable costs, clearly 
not allowable under A-21. We also .bund a number of charges that 
we identified as questionable costs because we also felt they didn't 
meet the criteria as being reasonably related to the research activi- 
ty of the university. 

An example of those questionable costs, for example, which has 
caught a lot of attention, are things like president or executive 
homes at universities and their use which were charged off and 
which became a large issue at Stanford. And we put that not in an 
unallowable, but in the questionable category. We felt it was clear- 
ly questionable. It didn't meet the test. We were using A-21. 

Mr. Dingell. So we haven't changed the rules at all? 

Mr. Peach. No, we have not changed the rules at all. 

Mr. Dingell. Now, Mr. Peach, when you questioned some of the 
MOU at both Stanford and MIT, again in determining whether it 
was appropriate, valid, and equitable as regards the MOU, did you 
use any new standards or did you use the same standard that 
should have existed at the time that the universities were attempt- 
ing to enter into the agreements? 

Mr. Peach. Again, I think we are using the same standards. A-21 
provides that a university can come up with a special study or 
some other support if they believi? the specific provisions provided 
in A-21 are not going to result in an equitable distribution. What 
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they also are required, in my judgment, to do under A-21 ^ is ir i their 
rfnAv tn nrovide something that does result in an equitable alioca 
o U nC^ as wel| 1 as them The ones tij* we ^denti- 

fied the MOU's that we identified-we felt did not meet that test 
nf nrovSine for an equitable distribution to both parties. 
° f £ Ding^ Now q , it is also true for the informa 
thft depreciation versus expensing, ^% c ^^~^ t ^ 
aeain are vou taking some new standard and applying it , to tne 
Srsttfes or are you maintaining the existing standards that 
should have been entered in place at the time the agreements were 

en M? Peach Again, I would think we are using A-21 as a guide, 
h„tin some cafes you know, we were then applying the test of rea- 
iblS uS^l, such as in the dep^ciatic ^ expenses and 
whether those costs shou d be capitalized. That wasn t an " 
™«Jt « snecial study It was an accounting policy that the univer- 
2g that we felt resulted in an inappropriate ex- 

^Dingell. Mr. Cohen, you were nodding. Did you have a com- 



ment? 



Mr. Cohen. No, just agreeing. ■ valuable re- 

Mr Dingell. I just think you and Ms. Eng are valuaoie ^re 
sources and the subcommittee wants you to feel comfortable in 

SPe M a r kin C g 0HEN US The only thing I would add is that when we looked 
at the $3 million capitalization policy at MIT ^e looked at j ue 

other institutions that had the same policy. 
S£ Dingell. Ladies and gentlemen, you have indicated u, your 

TShW* t d ruTthiiwt 1 ha, rea.lv happened here is 
that for ytrZnWerSL have overbilled the Government and 

— ^^^^ 

th M; nmrEii Now, Mr. Peach, how would you respond to the 

unless vou want to call tne Deeiin^ up ui mw vu tt , 

tial inquiry started into this area as a changing of rules. Now, that 

is prospectively. 
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But in terms of looking at what has been happening before, 
again, I don't think the rules have changed. I think it is a shifting 
in the enforcement mentality. I don't think there was much en- 
forcement of the rules going on until this committee began to dig 
into this area, and now there is a much more intensive effort at 
enforcing the rules that existed. 

Ms. Eng. I would just like to add to that, just as a key note. 
When we talked about the MOU's at MIT, they had looked at them 
and actually issued a report the end of February, 1991, that said 
the MOU's were fine; they were reasonable. I think it was an un- 
fortunate choice of words. I think their intention was that they had 
looked to see whether the MOU's had been properly complied with 
without using their judgment as to whether the MOU's themselves 
were reasonable, and it wasn't until after your March hearings 
that they realized that they needed to do that and pulled their 
report and reaudited those MOU's. 

Mr. Dingell. And found that the MOU's did not comply with the 
requirements of A 21? 

Mr. Peach. Yes. And I think it was a little bit more. If you want 
to say the depth of what was being done was saying, well, these 
costs are being charged in this fashion, yes, there is a memoran- 
dum of v.iderstanding here that covers how those costs are being 
charged without asking the other question: Does that memoran- 
dum of understanding covering how those costs are charged make 
sense? 

Mr. Cohen. I could even be more specific. In the case we have 
already talked about today, the $600,000 a year amortization of 
that leasehold improvement, DCAA would have said, OK, there is a 
contract, a memorandum of understanding that says MIT can in- 
clude $600,000 in its submission. They looked at the record. They 
saw that MIT had submitted in its paperwork $600,000. As long as 
they didn't submit $600,001 they accepted it. They never asked the 
other question: Is this $600,000 reasonable? Should it have been 2 
percent or $72,000? That is the question that wasn't asked until 
March. 

Mr. Dingell. So what they essentially did was they never both- 
ered to look at the memorandum of understanding. They simply 
said, if this complies with the memorandum of understanding, all 
is well? 

Mr. Cohen. That is the way incurred costs audits were conduct- 
ed, to the best of my knowledge, until March. 

Mr. Dingell. It might make for a quick and easy audit, but it 
doesn't necessarily make for good public policy or wise expenditure 
of public funds. 

Mr. Cohen. I would agree. 

Mr. Dingell. Now, gentlemen and ladies, Mr. Peach, in your tes- 
timony, in the part entitled the causes of the problems, you made 
this statement, "Last, we believe, the lax oversight practices by 
ONR and HHS were contributing factors. At the schools visited, we 
found instances in which both agencies failed to adequately review 
their assigned universities' indirect cost proposals or claims to 
detect and remove unallowable and/or unallocable costs. 
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Focusing on ONR, do you believe that ONR officials have the 
right attitude toward guarding the taxpayers' money in conducting 
fair and adequate negotiations and reviews at their schools.' 

Mr Peach. Mr. Chairman, the way I answer that is: * irst, 1 
would say no, I don't believe that attitude was there at the time 
this whole problem started. And I would say, you know, there is an 
important difference between having an attitude that I am here to 
make sure that you get all the costs that you think you are entitled 
to, and an attitude of I am here to protect the Government s inter- 
est while assuring that you also receive a fair and equitable reim- 
bursement for your costs. I think there is a significant difference 
between those two attitudes. 

The latter attitude is the attitude we ought to see out there con- 
sistently, but the former attitude was the attitude we were seeing 

before. 
Mr. Dingell. Thank you. 

Now Mr Peach, one last question. You mentioned that— a 
number of actions that you believe may help protect the Govern- 
ment's interests on this issue in the future. However, the Govern- 
ment must first face forward to the universities and others who 
have been a major part of the problem and must identify the tact 
that the contracting officers, both at the colleges and universities 
and at the Government, appear to be a part of the problem. Is that 

correct*^ i • 

Mr. Peach. Yes. I mean, that is a part of the oversight, and it 
took two groups to make this problem. 

Mr Dingell. So we have to address, then, the question of man- 
agement actions that are needed to improve the way contracting 
officers protect the Government interests, is that right.' 

Mr Peach. That is right. We have got to instill that attitude ot 1 
am here to protect the Government's interests while assuring you 
get this fair and equitable reimbursement, but my first job is also 
to protect the Government's interest here. 

Mr. Dingell. Let's try to look at what has to be done here, just 
so we can see. I think it is very clear that we require, first of all, a 
careful review of the overall structure of the grants, the agree- 
ments, the MOU's, and the regulations— like A-21— to be sure that 
they protect the public interest, is that correct? 
Mr. Peach. That is correct. ., ,, 

Mr Dingell. We need to have also a careful review of the time 
and the fashion in which audits are made. Is that correct.' 

Mr Peach. That is correct. Certainly one of the things that l 
would just like this opportunity to elaborate on, Mr. Chairman, is 
the long delay that often occurs in getting audits to occur under 
the system we now have. I see that here not only in the university 
audits-I see that when we have looked at Superfund contractor 
in our work at EPA, I see that when I look at Departmen ; of 
Energy contracts where they are often dealing with backlogs of o to 
10 years out there before there is any kind of closeout— it is almost 
too late to do anything if you find a problem when you have a 
delay that long. So it is a problem. . . 

Mr Dingell. You are defining the fact, then, that there is an in- 
adequate number of auditors improperly supported financially and 
from the standpoint of policy by the agencies that are supposed to 
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be seeing to it that these contracts are properly administered, is 
that right? 

Mr. Peach. That is right. There is a systems' issue here, too. If 
you take, for example, that ONR has 39 schools and HHS has 600- 
plus schools and would then try to apply the ONR approach and 
require the same kind of audit effort at the 600 schools as it related 
to the 39 schools, you are talking about substantial expansion of 
effort, which leads me to think that you at least have to consider 
ways that we might be able to simplify this system. But the key is 
going to be figuring out how to simplify but still provide enough 
controls there to make sure that there is adequate protection of the 
Government's interest. 

Mr. Dingell. So one of the reasons, then, that we are having so 
many problems with these contracts are that the sensible princi- 
ples that you have just discussed have not been properly applied. I& 
that right? 

Mr. Peach. They haven't been applied. 

Again, one of the points I made at the end of my statement, too, 
is I think we need to at least look at whether we should have two 
different systems that are dealing with schools right now, adminis- 
tered by two different agencies. I think that is an issue that has to 
be on the table. 

Mr. Dingell. As well as looking to see whether we have a suffi- 
cient number of auditors and a proper emphasis on seeing to it 
that the overall public interest is protected all the way from the 
contracting stage clear up through and past the point at which im- 
proper charges are collected back for the Government, is that 
right? 

Mr. Peach. That is right. Once any decision is made, if we want 
to make any adjustments or changes in the system, we have to 
make sure it is properly supported. 

Mr. Dingell. Very well. 

The Chair recognizes the gentleman from Georgia, Dr. Rowland. 
Mr. Rowland. Thank you, Mr. Chairman. 

Mr. Peach, how much of a contributing factor to the problem is 
DCAA's backlog of audits? 

Mr. Peach. I think it is a factor in terms of how quickly you get 
at these issues, but at the same time I think you have to have this 
attitude change in terms of how much you are looking and how 
carefully you are looking in trying to apply the A-21 criteria in de- 
ciding whether costs are allowable or not. I don't think that has 
been done in the past, so I think we could also have been doing 
better audits, more intensive audits. It is not just the backlog. 

Mr. Rowland. I see. Well, since provisional rates, guesstimates 
of cost, is not an efficient audit system critical to keep ultimate 
cost in line? 

Mr. Peach. Certainly if you look at the ONR system and you use 
these provisional rates, then it has to be backed up by an audit to 
decide what kind of adjustments you want to make going forward 
in the future years. 

Mr. Rowland. The provisional rates are used, then. These provi- 
sional rates, should they be used while DCAA is making an assess- 
ment of the true situation? 
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Mr Peach Again, under the system, things are fine. I am not 
sure r that A ?here Is necessarily anything wrong ^tt ^ ^ °f m ! 
rate. It is based on what your experience has been in th 

^„der ™he ptvSTonal rate* and what they are requesting and 

Mr. XwlaSd Those provisional rates are based on preceding 

ye ?r ? iw, Yp« that is a part of the input. !n other words, what 
leKe we be'n'af in^eSfng year S ? P What kind of adjustment 

*a? B^KaCyou think these are timely and re.iable done 

th Mr Wa &cH. I might ask my colleagues if they have any idea. 

T UTotN 0 &AA somfa'uduing of provisional rates They 

^Whatever rate-whenever you audit a Mure projectior, it is 
only as good as the estimates are. Clearly at the end o\ the ye ^ 
there will be adjustments made. Allowable costs will eitnei be 
hieher or lower than the pricing rate. , . 

which to bill at during that period. So you can t get away trom 

resms^ejor initiating DCAA's audits, 
tv. • nrnvisional rates grants? Who initiates that.' 
% P r r (SHTl would g guess ONR would request the audit 
Mr. Rowland. They are not automatic, then? They have to be re 

quested? 
Ms. Eng. Right. 

frXZ^ponsMe for reimbursing overages before 

*1toV^vTL practices in the last few months, since all 
th f aftSii has' beei? brought on ^ ^ — 
number of universities to go in and scrub i their i ^counts as mey 
would call it, identify unallowable costs and reimburse mem even 

before the audit came in. Interestingly . 

¥ Rowland. They knew something was amiss? 
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costs that they had not identified which will result in still further 
reimbursement. 

Mr. Rowland. OK, thank you. Thank you very much. 

Thank you, Mr. Chairman. 

Mr. Dingell. Mr. Peach, Ms. Eng, Mr. Cohen, we thank you for 
your invaluable help to us this morning and throughout the inquir- 
ies that the committee may make into these matters. We look for- 
ward to a continuing warm and friendly relationship with you and 
with your Agency, and we again thank you and commend you for 
the outstanding service that you have provided on this matter. 
Thank you. 

Mr. Peach. Thank you, Mr. Chairman. We appreciate the oppor- 
tunity to work with you. 

Mr. Dingell. Our next panel is a panel composed of Rear Admi- 
ral William C. Miller, U.S. Navy, Chief of Naval Research, Office of 
Naval Research; Mr. Fred C. Newton, Deputy Director, Defense 
Contract Audit Agency. Gentlemen, we are delighted you are with 
us today. 

We thank you for being here, and we have a few preliminary 
words. You have both been before the committee before. You un- 
derstand it is the practice of the committee to receive all testimony 
under oath. Gentlemen, do either of you have any objection to testi- 
fying und-tr oath? 

Admiral Miller. No, sir. 

Mr. Newton. No, sir. 

Mr. Dingell. Chairman, the Chair advises you it is your right to 
be advised by counsel if you so choose. Do either of you seek to be 
advised by counsel in your appearance here? 

Admiral Miller. No, sir. 

Mr. Newton. No, sir. 

Mr. Dingell. For your information, to indicate to you your rights 
and the limits on the power of the committee, are copies of the 
rules of the committee—the subcommittee, and of the House which 
are there before you at the witness table. 

Gentlemen, if you have no objection to being sworn, would you 
then please each rise and raise your right hand. 

| Witnesses sworn.] 

Mr. Dingell. You may each consider yourself under oath, and 
we would be delighted to receive such testimony as you choose to 
give us today. 

TESTIMONY OF HEAR ADM. WILLIAM C. MILLER, CHIEF, OFFICE 
OF NAVAL RESEARCH, U.S. NAVY; AND FRED J, NEWTON, 
DEPUTY DIRECTOR, DEFENSE CONTRACT AUDIT AGENCY 

Admiral Miller. Thank you, Mr. Chairman. I would like to enter 
my prepared statement into the record and summarize them for 
you here, if that is permissible. 

Mr. Dingell. Without objection, that will be done. You may con- 
sider yourself recopnized for this time. 

Admiral Miller. Mr. Chairman and members of this subcommit- 
tee, I appreciate the opportunity to provide you a status report on 
actions taken by the Navy Department to make improvements in 
Government contract administration at universities. In late 1990 
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Additionally, as appropriate, audit findings and other data are 
being coordinated with the Naval Investigative Service for their 
review and with the Department of Ju iice for their determination 
of possible violations of civil statutes. 

Now, considering the more recent open years of 1989 and 1990, 
Stanford has submitted its incurred cost proposal for fiscal year 
1989 in November of last year, and the 1990 proposal is scheduled 
for submission in May, 1992. Audita of actual costs for these years 
will determine if the Government has either under or overcomp^n- 
sated Stanford for its overhead costs during those years. The cur- 
rent year, 1991 and 1992 are under consideration by a special uni- 
versity team at present. 

On 25 April, 1991 the special university team issued a unilateral 
determination cancelling all but one of the existing MOU's be- 
tween Stanford and the Government from 1991 prospectively, into 
the future. At the same time, the special university team unilater- 
ally reduced Stanford's fiscal year 1991 provisional indirect cost 
rate from the 74 percent to 55 percent, and these actions were 
made retroactive to the beginning of the university's fiscal year, 
which started September 1, 1990. 

Subsequently, on November 14, 1991, Stanford University an- 
nounced that it would not accept the Government's unilateral can- 
cellation of the memoranda of understanding, which had been the 
primary factor in the reduction of the /seal year 1991 rate. The 
University therefore filed an administrative appeal of the Govern- 
ment's action with the Armed Services Board of Contract Appeals. 
Stanford's position is that these MOU's were binding contracts and 
could not be cancelled unilaterally. 

We are continuing action to resolve the MOU status, but the uni- 
versity's action in filing appeals adjusts the possibility that a 
lengthy legal process may ultimately be required to determine the 
validity of the Government's cancellation of these MOU's. 

Stanford also has submitted a forward pricing proposal for its 
fiscal year 1992 rates. However, the supporting documentation and 
overall proposal are not yet considered adequate by DCAA for their 
making a rate recommendation to the ONR negotiators. This is a 
necessary precondition for conducting negotiations. 

Accordingly, under the terms of OMB Circular A-21, the 55.5 per- 
cent rate for the previous year has been extended unilaterally as 
the provisional rate for fiscal 1992 pending submission and audits 
of an acceptable forward pricing indirect cost proposal from Stan- 
ford, 

During fiscal year 1.991, Stanford's provisional billing rate was 
reduced, as I said, n 74 percent to a final fixed rate of 55 per- 
cent. This resulted *n a number of previously awarded contracts 
and grants at the University being overfunded. All affected Federal 
agencies were advised of the potentiality of excess funds having 
been obligated and were provided options for deobligating these 
moneys and reapplying them to other research efforts. 

The amount of possible overfunding governmentwide, due to the 
reduction in Stanford's rate, is not yet available, as such calcula- 
tions must be performed independently by each of the awarding or 
granting agencies. 
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point of contention within the Federal Government, and OMB will 
establish a Government-wide policy on this issue. 

I certainly agree with the position that GAO cited earlier today 
when they said we should have one system applied uniformly 
across all the schools. At schools other than Stanford, the MOU 
audit phase is complete, and the MOU legal review process is ongo- 
ing. 

Now, of 55 MOUs existing in March of last year at these univer- 
sities, 38 have been cancelled, and action on the others is still 
pending. MOU's were cancelled for a variety of reasons, some be- 
cause the MOLTs agreed to accounting methods that should have 
been incorporated into internal university procedures, some be- 
cause the MOLTs had actually expired or run their course, and 
others because the MOLTs merely restated the provisions of OMB 
Circular A-21. 

Generally speaking, MOLTs at these schools do not yet appear to 
have had a significant cost impact in establishing the indirect cost 
rate or they have not been questioned by Government administra- 
tors or auditors. 

In contrast, the MOLTs at four institutions, California Institute 
of Technology, Massachusetts Institute of Technology, the National 
Academy of Science, and the University of Hawaii, are coming 
under more careful scrutiny because of their potential for signifi- 
cant dollar impact on indirect cost rates. 

In April of last year, I personally wrote the president of every 
university or nonprofit institution under DOD cognizance, forward- 
ing them a copy of the GAO report on federally sponsored research 
and asking them to ensure that costs paid by the taxpayers are 
proper and reasonable. To date, 12 of these schools, including Stan- 
ford University, have reviewed accounts submitted for past open 
years and have voluntarily withdrawn a total of $8.4 million in in- 
direct costs billed to the Government during the period 1985 to 
1991. The amounts withdrawn represent a combination of specifi- 
cally unallowable charges, other charges that had been improperly 
allocated to research, and charges which the University may itself 
still believe to be allowable but inappropriate for billing to spon- 
sored research. 

I am pleased that these schools, when apprised of the potential 
for problems in their billings, took prompt action to review past bil- 
lings and to initiate reform of their own internal controls. I am 
also pleased that Stanford University, the National Academy of 
Sciences, Columbia University, and the Massachusetts Institute of 
Technology have refunded to the Treasury of the United States a 
total of $3,692,000 to date from these amounts withdrawn. 

Mr. Chairman, I will add that that is a correction or new data 
relative to my prepared remarks which referred to a potential 
refund from Columbia. We got the check from Columbia yesterday 
afternoon. 

Lastly, I have written the other institutions to express my appre- 
ciation tor their internal review of past year charges and to formal- 
ly request a refund of their withdrawals identified to date. Audits 
of past open years at DOD cognizance schools, other than Stanford, 
are in process across the country by DCAA as addressed in the tes- 
timony of my colleague. 
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However, in brief, let me say that DCAA, m our opinion, is dili- 
gently working to ensure that unallowable charges are removed 
from the incurred cost submissions of all open years at DOD cogm- 

^AdEnaT^'DCAA has performed oyer 30 internal control 
audits at universities and nonprofit institutions which serve to 
assist Government administrators as well as the universities in 
identifying potential deficiencies in their own accounting svsteins 
and pinpointing areas for reform. In order to ensure that ONR is 
truly emplcving the right approach to its business operations, we 
have also taken positive action to conduct these operations much 
more out in the sunshine. n nMp 

Formal management reviews have been instituted at all ONR 
business operations, not only at universities but for all ftmrt 
contracting Reviewers include officials from the other military 
services froni Federal agencies, academia, the Naval Audit Service 
and industry. Begun in December 1991 and continuing through 
January, these reviews are providing policy and management visi- 
bility and detailed procedural checks into our annual business 

Pl Th?fl\ d st P review S h«ld on December 9, 1991, included Government 
representatives from the Department ,f Defense, the National Aer- 
onautics and Space Administration, the Department of Health and 
Human Services, the National Science Foundation, the Industrial 
College of the Armed Forces, and university representatives from 
the University of California at San Diego, the University of Hous- 
ton, and the University of Massachusetts. 

Another change in the early stages of development * that the 
Office of Naval Research will fundamentally change its method ot 
establishing indirect cost rates at universities. Presently, the pri- 
mary responsibility is on the resident administrative contracting 
officer to negotiate and establish these rates. 

In the future, a centralized, indirect cost branch will be estab- 
lished as the primary rate setting organization, supplemented by 
support from the resident administrative contracting officer. This 
reorganization is based upon the very successful experience that we 
had with the special university team approach used at Stanford 
University. Establishment of this branch, together with the head- 
quarters' level reviews and approvals will enhance consistency and 
rate establishment nationwide and provide local resident represent- 
atives the in-depth, senior negotiation support they previously 

^addition to actions instituted by the Department of Defense I 
serve as a member of a task group working under the leadership of 
l he Office of Management and Budget to recommend improve- 
ment^ oCi^ A-21, cost principles for colleges and universities. 
Other changes have already been implemented, as previously men- 
tioned in this hearing, and will assist in preventing future abuses 
in allocating costs to federally sponsored research by clarifying 
ml ^provisions and eliminating the need for fme interpretations 
of cost allocability, but other more fundamental changes are now 
under interagency review as part of the OMB initiative. 

Mr Chairman, I believe that much has been accomplished, al- 
though I suopect the pace of conducting audits and negotiations at 
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schools across the Nation may seem slow to some. I, as well, would 
have preferred to be able to report to you today a completed list of 
final reform actions at each of our 39 schools. However, what I can 
report is that the process now ongoing does fully protect the inter- 
ests of the American people in the recovery of any moneys which 
may have been improperly charged, either deliberately or errone- 
ously, even though the recovery process may, in fact, prove 
lengthy. Lax oversight by Federal regulators or mischarging or 
overcharges by schools for their expenses should not and will not 
be tolerated. 

Nevertheless, in carrying out needed changes we have an equally 
important responsibility to ensure that our reform measures do not 
simply correct existing abuses or penalize university management 
but rather that they provide a sound basis for effective Govern- 
ment oversight and the internal accounting controls necessary for 
continuing business process based on fairness and equity. 

Mr. Chairman, I thank you for your patience. This completes my 
opening remarks. 

[The prepared statement of Admiral Miller follows:] 
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STATEMENT OF 
REAR ADMIRAL WILLIAM C. MILLER, USN 
CHIEF OF NAVAL RESEARCH 



29 January 3?<92 



Mr. Chairman and ..er^ers of the ^ubcommxtt^, I appreciate 
this opportunity to rro-xde you a rtnti.i report on actions taken by 
the Naw Department' co make impro-.'*/nan*6 in government contract 
adSinirtration r.r«.-.-dures at univwV.*»«&. These actions hay. bean 
taken in furthrl unce of Depai tmer t C:>fens« responsibilities for 
.2»?£i«trati > . of contractual . --/iters at designated colleges, 
SiiSSSiM and 1 non-irofit institution* in accordance with OMB 
Circular -»-88. 

r r , late :j90 and early 1991, based upon information regarding 
busv^sl mrblemf it Stanford Unive.r.ity reported by a Navy 
?>'nufr.H; l > ■■v-.tractinc* officer, vsvious government agencies, 
tfoiCd!^ : General AcSLtf , off 1m, the Defense Contract Audit 
>aenov and Vwo N^avy com^en >.t invest' ^t Jons that revealed serious 
» rort at Stanford and V&A 'f^ed the need for reform of 
^"u^ss^ and all colleges and 

univer.5 !.ties« 

rra^^i^ 

u^adlngnhe^veSt 
research infrastructure. To - a:- t.*is objective, we are currently 
o-.igaged in the following dct.r.'i«: 
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1. identify and rectify contracting 

problems at universities under DoD cognizance. 

2. establish personal accountability for 
past problems, take appropriate action, 

and establish effective oversight to preclude 
future reoccurrence. 

3. reform and strengthen the government's 
administrative procedures at each of the 
schools for which the Office of Naval 

Research is assigned responsibility for contract and 
grant administration and indirect cost rate 
negotiation. 

I will summarize measures implemented to date in furtherance of 
each of these objectives J 



AT STANFORD UNIVERSITY 

The reform issues at Stanford can be broken into two segments: 

o First, the need to audit costs billed to the government for 
the years 1981-1991, to negotiate final indirect cost rates for 
those years, and where appropriate, to obtain reimbursement for any 
inappropriately billed costs. 

o Second, the establishment of a proper billing rate and 
review system for current years, 1992 and forward. 

Open Years 1981-1988 

In December of 1991, the Defense Contract Audit Agency issued 
final audits on actual costs at Stanford for fiscal years 1981 to 
19B8, based on extensive transaction audits for 1987 and 1988. 
This audit data is currently under review by the Navy's Special 
University Team (SUT) — established to handle contract 
administration matters at Stanford. 

Audits of backyears at Stanford, to date, contain a 
significant amount of questioned costs, but it is important to note 
that no final conclusions have been reached on past year actual 
costs. The Navy Special University Team will work with DCAA 
auditors and Stanford officials to ensure the accuracy of audit 
findings. As there are a number of years involved, it will take 
considerable time to complete our evaluation of the amounts of 
indirect costs that should ultimately be removed from government 
billings. 
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In addition to these audits, a separate audit and review is 
also under way for the Memoranda of Understanding HOW previously 
established a V t sf , ford to provide alternative allocations of costs 
to government sponsored research. The objective of these HoU 
reviews is to determine: (1) whether the HoUs comply with thecost 
principles for university research set forth in office of 
Management and Budget (OHB) Circular A-21; (2) if in compliance 
whether the terms and conditions of the Hemoranda were followed by 
the University in its billing practices; and finally, (3) to 
determine if the Memoranda resulted in an equitable assignment of 
cost to federally sponsored research. 

Additionally, as appropriate, audit findings and other data are 
being coordinated with the Naval Investigative ,ervice for their 
review and with the Department of Justice £-- tneir determination 
of possible violations of civil statutes. 

open Years 1989-1990 

Stanford submitted its incurred cost proposal for f isca 1 year 
1989 in November of last year, and the 1990 proposal is scheduled 
for submission in Hay 1992. Audits of actual costs for these years 
will determine if the government has either under or overpaid 
Stanford for its overhaad costs during 1989-90. 

Current Years 1991-1992 

On 25 April 1991, the special University Team issued a 
unilateral determination canceling' 124 Memoranda °/ o " nd a e n r . st ^^^ 
(MOUs) between Stanford and the government for 1991 and 
years At the same' time, the SUT unilaterally re due* as tanfords 
FY 91 provisional indirect cost rate from 74% to 55.5%. These 
actions" were made retroactive to the beginning of |he University^ 
fiscal vear 1991 (FV-91) , which started 1 September 1990. 
Subsequently, in August of last year, the SUT and Stanford agreed 
to convert the FV 91 unilaterr provisional rate of 55.5% to a 
finaTnlqotiatad fixed rate of ...5% with provisions for a carry 
forward^ Adjustment. Data provided by Stanford was deemed 
insufficient to raise or lower the unilateral provisional rate. 

on 14 November 1991, Stanford University announced that it 
would not accept the Government's unilateral cancellation of the 
Memoranda of Understanding, which had been the primary fact 
the reduction of its fiscal yoar 1991 rate. The University 
Seref ore filed an administrative appeal of the averment's action 
with the Armed Services Board of Contract Appeals. Stanford s 
position is that these MoUs were binding contracts and could not be 
canceled unilaterally. We are continuing action to "■o^ Jhs MoU 
,,. ltlls hllt the University 's action suggests the possibility that 
a IsnSthJ legal process ultimately will be required to determine 
Ihi vSiditJ If the Government's cancellation of these MoUs. 
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As best we understand today, Stanford's current plan is to 
submit an actual Incurred Cost Proposal for FV 91 in August 1992. 
Adjustments to the 55.5% rate established for FY-91, if any, will 
depend upon audit and negotiation of their proposal and the ruling 
of the Armed Services Board of contract Appeals or civil courts. 

1992 Forward Pricing Proposal 

Stanford also has submitted a forward pricing proposal for 
its FY 1992 rates. However, the supporting documentation and the 
overall proposal are not yet considered adequate by Defense 
Contract Audit Agency for their making a rate recommendation to the 
SUT negotiators, as a necessary precondition for conducting 
negotiations. Accordingly, under the terms of OMB circular A-21, 
the 55.5% rate for the previous year has been extended unilaterally 
as the provisional rate for fiscal year 1992 pending submission and 
audit of an acceptable forward pricing indirect cost proposal. 

DEOBLIGATION OF FUNDS 

During fiscal year 1991, Stanford's provisional billing rate was 
reduced from an initial rate of 74% o a final fixed rate of 55.5%. 
This resulted in a number of contractus and grants being potentially 
over funded. All affected federal agencies were advised of the 
potentiality for excess funds having been obligated, and were given 
the following options: 

- deobligate the excess funds and reallocate the fun'.Js to 
research work at other universities. 

- apply the excess funds to direct costs for research work 
on the existing grant or contract. 

- use the excess funds to offset future inci omental **undi*q 
or renewal actions under existing cor tracts or grants. 

The amount o' possible ovoi.* ; urging government-w.id'.' due to 
the reduction in the rate is not yet available, ~.s such 
calculations must be performed independently by each of the 
awarding or granting agencies. Fo; the Depai-tment of Navy, it is 
estimated that approximately $1. ' million in excess funds will 
result from the rat« reduction, ba-.ju on tol»uL Navy obligations at 
Stanford of $13.8 million. A portion of tn«.«se funds is being 
applied to contracts or gran^j which will continue or be renewed. 
The remaining funds are >roing deoblicjdtevl and returned for 
reallocation to research e»K other school**. 
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PERSONAL ftPPnllNTARTLITV 

The second objective in addressing reforms of our federally 
sponsored research was to establish individual accountability for 
problems identified. 

For that purpose, I established a Personnel Accountability 
Panel of senior Navy military and civilian officials to conduct a 
rormal fact finding" nquiry. Based on the Panel's report of 14 May 
1991, I determined that within the Department of the Navy, 
contracting abuses resulted not from the OMB Cost Principles or 
from existing Navy procedures and policies, but rath er from the 
failure of six civilian employees within the Office of Naval 
Research to exercise proper oversight and to faithfully carry out 
their assigned duties. 

in administrative proceedings, one of these employees was 
reduced in pay and grade level and reassigned out of the university 
busings environment; a second employee chose to retire prior : to 
imposition of a pending reduction in pay and grade and a 
reassignment. Four others were disciplined administratively, each 
receiving a letter of reprimand or caution. 

The Secretary of the Navy and I also have congratulated and 
publicly recognized Mr. Paul Biddle, our -Administrative Contracting 
Officer who first called attention to these issues. Mr. Biddle has 
been awarded the Navy Meritorious Civilian Service Award in a 
public ceremony held in September 1991 here in Washington. 

R EFORM AT A | ; T. nriD CO r,NT7,ANCE SCHOOLS 

The third objective in addressing the general indirect cost 
pronlels found wis to ensure that management Procedures for 
handling contract administration and overhead rate negotiation J°* 
schools across the country are sound and adequate. While there is 
nc Evidence of problems comparable to the magnitude found at 
St nford, a thorough review of procedures and indirect cost 
rates is underway at each of the other schools. Actions now in 
progress include the following: 

Administrative. 

As noted, my Personnel Accountability Panel determined that 
the problems at Stanford were caused by personnel error and not by 
a lack of adequate procedures. Nevertheless, our i nte rnal 
administrative and r-cedural instructions have subsequently been 
strengthened anu clarilied, so that these rules are made clear to 
Ivervone involved. Our procedures also now require additional 
safeguards fo7 administrative contracting actions taken by field 
representatives, such as: 
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- Navy headquarters approval now required prior to the local 
contracting officer conducting indirect cost rate negotiations. 

- Formal coordination with all other interested Federal 
Agencies required prior to conducting rate negotiations with the 
University. 

- Navy headquarters legal approval required to support all 
rate agreements. 

- A new reporting system on the status of all ongoing indirect 
cost audits having been implemented, and 

All future Memoranda of Understanding agreeing to 
alternative allocations of indirect costs must be approved at the 
Assistant Secretary of the Navy level. 

Review of Memoranda of Understanding* 

Currently, audit and legal review of all Memoranda of 
Understanding (MoUs) is underway at all schools under OoO 
cognizance. Additionally, the Office of Management and Budget is 
reviewing options for alternative methods of addressing tuition 
remission of graduate students involved in research, currently a 
point of contention within the federal government, and will 
establish a government-wide policy on this issue. At schools other 
than Stanford, the MoU audit phase is complete and the MoU legal 
review process is ongoing. Of 55 MoUs existing in March at these 
universities, 38 have been canceled to date. MoUs were canceled 
for a variety of reasons — some because the MoUs agreed to 
accounting methods that should have been incorporated into internal 
university procedures, some because the MoU's had expired, and some 
because the MoU's merely restated the provisions of OMB Circular A- 
21. 

Generally speaking, MoUs at these schools do not yet appear to 
have had a significant cost impact in establishing the indirect 
cost rate, or they have not been questioned by government 
administrators or auditors. 

In contrast, the MoUs at four institutions — California 
Institute of Technology, Massachusetts Institute of Technology, 
National Academy of Sciences, and the University of Hawaii — are 
coming under carsful scrutiny because of their potential for 
significant dollar impact on indirect cost rates. 

Voluntary review of cost proposals by universities. 

In April l last year, I personally wrote the President of 
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avarv university or non-profit institution under DoD cognizance, 
forwLdiirth^a^opy of P the General k ^Ji? t^nSS'JhS 
Federally sponsored research, and asking that they ensure tnac 
costs paid by the taxpayers are proper and reasonable. To date 

ci ^ 

SSara^^^-STBrtf "still believes to be allowable, but 
inappropriate for billing to sponsored research. 

I am pleased that these schools, when apprised of the 
potential for problems in their billings, took prompt action to 
review past billings and to initiate reform of their internal 
Control? Stanford 1 University, the National Academy of Sciences 
an" t„e 'iJESSSu Institute of Technology (MIT) have refunded 
9M 071 00 $168 ',23.00, and $778,261.00, respectively. An 
! a 4iS£i'& 0 nd f of $480, 185 from Columbia ^^it'utL^ to 
receipt Lastly, I have also written the other institutions to 
express my appreciation for their internal review of past year 
charges and, without waiving any future 9^™^^"^^'^^° 
formally request a refund of their withdrawals identified to date. 

University Judits. 

Audits of past open years at DoD cognizant schools, other than 
Stanford, are P it, process at schools across the country by the 
defense Contract Audit Agency (^AA), as addressed as part of the 

LiSrt ro^n years- ffitffiB 
over 30 internal control aud^c which serve to assist government 
narrators »s *eil as universities officials in identifying 
POtenUarJeficiVncies in their accounting systems and pinpointing 
areas for reform. 

Fiscal y«r.r 1992. 

X "err iSS? ^^^^^^^^^T 
SSlJ® to" t". Ali a o d the P r 0oO^ni%.J«l. .« curren tly 
woricing under provisional FY-92 or previously negotiated rates. 

Business Reviews. 

Formal management reviews have been instituted of U ONR 
business operations, not only at universities, but for all forms or 
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contracting. Reviewers include officials from other federal 
agencies, acaderaia, the Naval Audit Service, and industry. Begun 
in December 1991 and continuing through January 1992, these reviews 
are providing policy and management visibility and detailed 
procedural checks into our annual business plans and practices. 
The first review held, December 9, 1991, included government 
representatives from the Department of Defense (DoD) , the National 
Aeronautics and Space Administration (NASA), the Department .of 
Health and Human Services (DHHS) , the National Science Foundation 
(NSF) , Industrial College of the Armed Forces, and university 
representatives from the University of California (San Diego), the 
University of Houston, and the University of Massachusetts (Lowell 
Research Foundation). 

Indirect Cost Rate Branch* 

Another change in the early stages of development is that the 
Office of Naval Research will fundamentally change its method of 
establishing indirect cost rates at universities. Presently, the 
primary responsibility is on the resident Administrative 
Contracting Officer (ACO) to negotiate and establish these rates. 
In the future, a centralized indirect cost Branch will be 
established as the primary rate setting organization, supplemented 
by support from the resident ACO. This reorganization is based 
upon the experience gained with the Special University Team 
approach used most recently at Stanford University. Boston, 
Massachusetts, has been tentatively selected as the office location 
because ONR already has a regional office there, and approximately 
30 of the 39 schools for which DoD has responsibility are located 
in the eastern half of the United States. 

Establishment of this Branch, together with headquarters level 
reviews and approvals, will enhance consistency in rate 
establishment nationwide, and provide local resident 
representatives the in-depth, senior negotiation support they 
previously lacked. 

OMB CHANGES 

In addition to actions instituted by the Department of 
Defense, I serve as a member of a task group working under the 
leadership of the Office of Management and Budget to recommend 
improvements to Circular A-21, Cost Principles for Colleges and 
Universities . Seme change i have already been implemented that will 
assist in preventing future abuses in allocating costs to federally 
sponsored research, by clarifying rule provisions and eliminating 
the nead for some interpretations of cost allocability • 



The recent rule change having the greatest cost impact thus 
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Department an<i Defense Agency budgets. 

years at schools under DoD cognizance. 

Much h.s ^een accomplished g«^X JW^tli. 

process now .^^J^ry of 'any monie" which may have been 
though the recovery process may prove lengthy. 

Lax oversight by federal regulators, or discharging or 
Lax over a JW"- "* . their expenses should not and will not 
overcharges by "J^JeleJi in carrying out needed changes we 
be tolerated. Nevertheless, in ^ aLL . * * t , t ur re form 

have an equally important «»P° n bi J e " r penalize 

SISSt/L.S^at tS^Pgvi-; -und .sis 

fairness and equity. 

X believe that we have taken effective^ measures tc . improve 
S^^l'^^S^ ea^D^ogTi^t University. 

Thank you, Mr. Chairman. I would be pleased to answer any 
questions that you or other Subcommittee members may have. 
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Mr, Dingell, Thank you very much, Admiral, for a very helpful 
submission to the subcommittee. We are grateful. 
Mr. Newton, we are happy to welcome you back at this time. 

TESTIMONY OF FRED J. NEWTON 

Mr. Newton. Thank you, Mr. Chairman and members of the sub- 
committee. I have submitted a forir al statement which I request be 
placed on the record so I might just highlight in the oral testimony. 

Mr. Dingell. Without objection, so ordered. We will recognize 
you for such statement as you choose to give. 

Mr. Newton. Thank you, 

I will describe the status of activities of the Defense Contract 
Audit Agency in auditing costs of Government-sponsored university 
research, My comments will specifically address the findings at 
those universities where DCAA has completed its audits. In addi- 
tion, I will provide an overall assessment of the actions to correct 
the causes of university cost problems and describe initial findings 
at a major nonprofit research organization. 

There are three universities which have attracted most atten- 
tion. With reference to them, I provide the following information: 

Stanford University is where the exposure of major overbillings 
to the Government began, and Stanford continues to hold by far 
the largest amount which should be refunded. We have completed 
audits of costs billed for the years 1981 through 1988. We issued 28 
audit reports on the various elements of costs of that period. It is 
our opinion that Stanford owes tne Government $231 million for 
excessive amounts billed during that period. This amount does not 
include the $1.3 million refunded last year. 

At the Massachusetts Institute of Technology, we have completed 
the audit of costs billed for fiscal year 1990. It is our opinion that 
MIT owes the Government $19 million for excessive amounts billed 
in that period. 

At Pennsylvania State University, we have completed the audit 
of costs billed for fiscal years 1986 and 1990. It is our opinion that 
Penn State owes the Government $6.4 million tor excessive 
amounts billed in that period. 

The nature of audit findings at these and the other univ* cities 
at which we have conducted audits will be described in the r ain- 
der of my statement. 

DCAA has completed many audits of internal controls a' oi in- 
curred and projected costs, A schedule showing the status of cost- 
incurred audits at the universities where we have audit cognizance 
is submitted as Appendix 1. While there is still a lot of audit work 
to bvj done, I believe we have reached a point where overall conclu- 
sions may be drawn regarding both the significance of the cost 
impact and whether the corrective actions in process may be ex- 
pected to prevent recurrence of the problems. 

Our audits of universities' internal controls have disclosed three 
common deficiencies: (1) inadequate employee awareness and train- 
ing regarding the regulations and procedures applicable to federal- 
ly sponsored research; (2) inadequate written policies and proce- 
dures 10 guide employees in cost accounting for Government con- 
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tracts and grants; and (3) absence of systems to identify and segre- 
gate unallowable costs. 

The universities have acknowledged these deficiencies and have 
established corrective action plans. The plans appear adequate to 
correct the problems cited. We are carefully examining their imple- 
mentation. , . , , _ , . . , 

Audits of direct and indirect cost claims have been completed at 
22 universities. These audits cover 54 university focal years. 
Audits are in process at 20 universities covering 49 fiscal years. We 
hope to complete these audits during the current Government 

fisCEll VC9I* 

Appendix 2 is a schedule of the $336 million of unallowable costs 
identified during the recent period of intense scrutiny of university 
costs. This schedule only reflects those actions where audits are 

C °The e audits completed indicate cost allocability and allowability 
problems similar to those previously brought to the attention ot the 
subcommittee. Since the costs were incurred before the significant 
attention given to the universities this past year, they should not 
be viewed as reflecting continuing university actions. 
Examples of audit findings include: 

At Syracuse University, the University voluntarily removed 
$362,000 of entertainment costs from various 1990 indirect expense 
pools. However, the auditor found an additional $57,000 of enter- 
tainment costs. Of this amount, $11,295 was for a Saint Patrick s 
day party, $8,855 was for dinner dances, and $3,718 was for convo- 
cation and commencement activities. fi»n«-««« 

The Massachusetts Institute of Technology included the following 
unallowable item in its 1990 indirect cost claim: $23,012 tor the Bi- 
ology Department's spring retreat held for faculty, lab personnel, 
and graduate students. The costs were for hotel rooms, meals and 
alcohol. The University did not provide any evidence demonstrat- 
ing a technical purpose for the retreat. 

Pennsylvania State University included $15,000 for sponsorship 
of the Hershey Amusement Park in its 1990 indirect col* claim. 
The sponsorship agreement is for promotion of Penn btate s tier- 
shey Medical Center through various billboards and signs. 

DCAA has completed audits of all of the nonstandard allocations 
having significant cost impact which were the subject of Memoran- 
dums of Understanding, commonly referred to as MOU s. These al- 
ternate allocations are deviations from the standards for allocating 
costs to Government contracts. While the MOU s are ao^uments of 
agreements signed by the Government contracting officeis and uni- 
versity officials, we have acted upon a legal opinion from Office ot 
Naval Research counsel in assessing whether the agreements are 
valid. The criteria provided by counsel are quoted in my detailed 

8t W e e m have recommended that 74 percent of the nonstandard allo- 
cations be terminated because they produce inequitable allocations 
of cost to Government contracts and grants and, consequently, do 
not comply with applicable regulations. 

In virtually all of the circumstances, the universities also did not 
comply with the OMB Circular A-21 requirement that nonstandard 
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allocations must be supported by cost analyses studies at least 
every 2 years. 

An example of the results of DCAA's audits of nonstandard allo- 
cations is: The Massachusetts Institute of Technology allocates li- 
brary costs using a single recovery rate of 49 percent for all library 
costs based on a 1983 cosi-analysis study. MIT did not provide the 
contracting officer updated library studies in fiscal year 1988 or 
1990, as required by the circular. 

Our analysis of the library cost recovery indicates that a single 
research recovery rate is not equitable because the cost of the li- 
braries do not closely correlate with the distribution of research by 
a school. For example, the Architecture, Humanities, and Manage- 
ment school libraries incur about 50 percent of the total library 
costs, but these schools conduct only about 4 percent of the total 
on-campus research. We developed individual research recovery 
rates for each school library to support audit recommendations for 
equitable cost allocations. 

The cost impact t^ the Government of the excessive allocation is 
$2.6 million in 1990. 

The allocation methods and criteria prescribed in OMB Circular 
A-21 as the standards for cost allocation are very good accounting 
practices. By this, 1 mean that they generally result in objective 
and equitable allocations of cost. The concepts are sound, whether 
applied in the university environment or in any other environment 
where a reasonably accurate measure of costs is desired. 

Unfortunately, Stanford attacks the Circular A-21 utility cost al- 
location standard without providing a reasonable alternative. They 
would have the Government accept utility cost allocations which 
totally disregard their own meter records of actual utility usage in 
favor of a very old report from a consultant who purportedly stud- 
ied utility usage in a few buildings and recommended weighted 
square feet for cost allocations. That weighting resulted in charges 
to the Government in excess of allocations based on usage records. 
The o /erbillings amount to about $2 million per ye r. 

As the level of Government oversight activity has increased, so 
has the level of university activity. Many universities have hired 
additional personnel or engaged external consultants to bolster 
their positions. In many cases, this has lesulted in revisions to cost 
claims, removing expressly r^allowable costs. 

We are pleased to see thL voluntary effort and the amounts re- 
moved from the claims. However, we are concerned about the cost 
of retroactively doing what should have been done before the 
claims were submitted. We do not believe the costs should be 
charged to the Government, and we intend to question any such 
costs billed to the Government. Whether we are successful in sus- 
taining these disallowances remains to be seen. We expect to be 
challenged. 

For example, Stanford University's Director of their Office of 
Government Cost and Rate Studies said in a October 28, 1991, 
letter to the DCAA audit manager that their 1992 rates would in- 
clude $8 million in costs to respond to deficiencies cited by DCAA 
to prepare cost studies and to otherwise respond to Government re- 
quests. This sterns patentlv unreasonable to me. It is also ironic in 
view of the fact that they have declined DCAA offers to conduct 
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joint analyses of unallowable costs during the past 10 years as a 
means of reducing costs to both Stanford and the Government. 

Columbia University has hired two independent accounting tirms 
to assist it in reviewing indirect cost claims for unallowable costs 
for fiscal year 1986 through 1990. Columbia representatives have 
indicated that they do not intend to charge the cost of this review 
to the Government. „ . . , . . 

We have experienced some significant improvement in relations 
between university representatives and our auditors, borne positive 
actions are cited in my complete statement. 

My overall assessment of the actions to correct the causes of uni- 
versity cost problems may be summarized as follows: ....... 

There has been a large amount of Government funds distributed 
both to the universities and within the universities where the aca- 
demic environment and the importance of the research has over- 
shadowed the usual prudence associated with the use of such funds 
This environment caused a failure to give appropriate attention to 
the more stringent controls expected to be associated with public 
funds. A number of significant actions appear to be correcting the 
lack of attention to appropriate controls. Your hearings have cer- 
tainly brought into clear focus the need for corrective action. 

University managers across the Nation have initiated internal 
reviews of their systems and revised personnel assignment respon- 
sibilities. Implementation actions observed to date have been a 
great improvement over prior practices. 

Many universities have come forward with voluntary refunds or 
deletions from open settlement claims of significant amounts they 
admit were inappropriately billed to the Government. 

The applicable regulation, OMB Circular A-21, has been signifi- 
cantly revised and improved to make cost-allowabihty provisions 
more explicit, to establish more definitive cost controls, and to 
make it clear that unallowable costs which have flowed through 
the billing process are to be refunded when discovered, not treated 
as an element of carryforward provisions. . ,. u j « ntMin 

The Cost Accounting Standards Board has published for public 
comments proposals which would make some of their regulations 
applicable to universities. , e t t oi . 

Oversight organizations have heightened the awareness of their 
personnel toward the need to deal with universities that are in the 
business of Government-sponsored research as they would with 
other businesses in Government contracting, hi DC AA, we have i re- 
viewed and revised audit guidelines, assured that appropriate risk 
assessments are made, and established audit programs and as- 
signed personnel commensurate with those risk assessments. 

While the work of correcting all the university cost problems will 
take considerably more time. I believe the recoveries and recom- 
mended additional recoveries of Government funds show that the 
effort is worthwhile. The'newly experienced cooperation and [atten- 
tion towards systems improvement will likely result in much more 
acceptable conditions for Government-sponsored research at uni- 

Before concluding my statement, I would like to point out that 
lessons learned in the university environment are being purged 
elsewhere. For example, attention is now being focused upon non- 
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profit organizations involved in Government-sponsored research 
and other contracted activities. 

At the National Academy of Sciences, DCAA auditors have en- 
countered some significant accounting system problems and unal- 
lowable billed costs similar to those observed at universities. The 
Academy is a nonprofit organization, exempt from Federal income 
taxes, which operates as a collection of scientists engaged to per- 
form research studies requested and paid for by Federal agencies. 
The majority of research done is for the Department of Transporta- 
tion, NASA, Department of Energy, and DOD. The Academy 
charged about $143 million to the Government for research in its 
fiscal year 1990. 

The National Academy of Sciences has been submitting indirect 
cost submissions that have not been properly reconciled by the 
Academy to its general ledger. The DCAA auditor asked for a rec- 
onciliation of costs claimed, costs billed and costs recorded in the 
general ledger for open Government contracts and grants in the 
period 1986 through 1990. The Academy engaged expert assistance 
and spent 4 months attempting to reconcile the 1988 indirect costs 
claimed to the accounting records. A reconciliation and explanation 
was provided to DCAA this past week. The auditors ' re currently 
reviewing this reconciliation. 

The reconciliation difficulties raised concern that the Academy's 
accounting system may not be acceptable for accounting for costs 
on Government contracts and grants. 

Audit effort at the National Academy of Sciences will obviously 
continue to have our attention. In the meantime, we are surveying 
our p Jit offices to identify other nonprofit organizations having 
sip 1 ificant Government contracts or grants subject to audit. We 
will assure that organizations identified in this survey receive e* 
pedited and effective audits. 

Mr. Chairman, members of the subcommittee, this concludes my 
statement. I will be pleased to answer any questions. 

[Testimony resumes on p. 99.] 

[The prepared statement and attachments of Mr. Newton follow:] 
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STATEMENT OF 

FRED J. NEWTON 
DEPUTY DIRECTOR 
DEFENSE CONTRACT AUDIT AGENCY 

Mr. Chairman and Members of the Subcommittee: 

I „in describe the status of activities of the Defense 
contract Audit Agency (DCAA) in auditing costs of government 
sponsored university research. My comments will specifically 
address the findings at those universities where DCAA has 
completed its audits. In addition, I will provide an overall 
cessment of the actions to correct the causes of university cost 
problems and describe initial findings at a major nonprofit 
research organization. 

There are three universities which have att/acted most 
attention. With reference to them, I provide the following 
specific information: 

1. Stanford University is where the exposure of major 
overbillings to the government began, and Stanford continues to 
hold by far the largest amount which should be refunded. We have 
completed audits of costs billed for the year, 1981 through 1988. 
We issued 28 audit reports ,n the various elements of costs of 
that period, all of which have been made available to Stanford for 
comment. The number and magnitude of deficiencies and exceptions 
reported is such that it is not reasonable to expect a studied 
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response yet from Stanford. It is our opinion that Stanford owes 
the government $231 million for excessive amounts billed during 
that period. This amount does not include the $1.3 million 
refunded last year. As discussed later in my testimony, it is our 
opinion that the government should retroactively cancel the 
Memorandums of Understanding with Stanford. A substantial portion 
of the overbillings cited here result from Stanford's 
inappropriate deviations from OMB Circular A-21 standards for cost 
allocation. While we are continuing some work on more current 
years, the issues as reported in these concluded audits need to be 
resolved because they significantly impact considerations in 
subsequent periods. 

2. At the Massachusetts Institute of Technology (MIT), 
agreement was reached between the government and the university to 
focus audits on fiscal year 1990 before going back into the older 
open years, 1987 through 1989. We have completed the audit of 
costs billed for fiscal year 1990 and have made the findings 
available to MIT for comment. The number and magnitude of 
deficiencies and exceptions is such that it is not reasonable to 
expect a studied response yet from MIT. It is our opinion that 
MIT owes the government $19 million for excessive amounts billed 
in that period. This reflects the government's participation in 
total costs questioned of $23 million. 
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3 similarly at Pennsylvania state University, agreement was 
reached between the government and the university to focus audits 
on fiscal year 1990 before going bacx into the older open years, 
1987 through 1989. We have completed the audit of costs billed 
for fiscal years 1986 and 1990 and have made the findings 
available to the university for comment. University 
representatives have expre^i disagreement with many of our 
recommendations, but they have not yet submitted any explanations 
or data which cause the audic recommendations to be revised. It 
is our opinion that M*. State owes the government $6.4 million 
f or excessive amounts fciVed in that period. This reflects the 
government's oarticiya^n in total costs questioned of $22 
million. 

The nature of .udit findings at these and the other 
universities at ,Uch we have conducted audits will oe described 
in the rem? uk ' r of my statement. 

OCA/ h a completed many audits of internal controls and of 
incurred and projected costs. A schedule showing the status of 
cost incurred audits at the universities where we have audit 
cogn,«nc« is submitted as Appendix 1. While there is still a lot 
of audit work to be done, I believe we have reached a point w, e ,e 
overall conclusions may be drawn regarding both the significance 
of the cost impact and whether the corrective actions in process 
May be expected to prevent recurrence of the problems. 
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Our audits of universities' internal controls have disclosed 
three conunon deficiencies: 

1. Inadequate employee awareness and training regarding the 
regulations and procedures applicable to federally sponsored 
research. 

2. Inadequate written policies and procedures to guide 
employees in cost accounting for government contracts and grants. 

3. Absence of systems to identify and segregate unallowable 
costs . 

The universities have acknowledged these deficiencies and have 
established corrective action plans. The plans appear adequate to 
correct the problems cited. We are carefully examining their 
implementation. 

We have been providing audit recommendations to contracting 
officers on estimated 1992 costs for pricing new awards to 
universities. Our recommendations reflect our opinion on the 
improper allocations and unallowable costs observed in the audits 
of costs incurred. Substantial savings may be expected as these 
recommendations are implemented. Cost estimates are only as good 
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ag the coat accounting practices to accumulate data used for 
projections, consequently, we expect systematic corrective action 
f or e- inates to be an integral part of implementing good 
practices for costs incurred. 

Audits of direct and indirect costs claims have been complete, 
at 22 universities. These audits cover 54 university fiscal 
yeara . Audits are in process at 20 universities covering 49 
fiaC al years. We hope to complete these audits during the current 
government fiscal year. 

Appendix 2 is a schedule of unallowable costs identified 
during the recent period of intense scrutiny of university costs. 
This schedule only reflects those actions where audits are 
complete. This appendix separately identify , those costs 
voluntarily removed by universities folic , their reviews. The 

applicable 0MB Circular A-21 provisions are referenced for 

identification of the nature of the costs. 

The audits completed indicate cost allocability and 
allowability problems similar to those previously brought to the 
attention of the Subcommittee. Since the costs were incurred 
before the significant attention given universities this past 
year, they should not be viewed as reflecting continuing 
university actions. Examples of audit findings include: 
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Carnegie Mellon University incurred $44,000 of 
travel costs for a European summer study in Egypt and 
Turkey. The expenses included a cruise on the Nile 
River. The auditor questioned these costs as unallocable 
to organized research in accordance with OMB circular 
A-21.C.4. Furthermore, A-21 states that travel costs are 
allowable only when they are directly attributable to 
specific work under a sponsored agreement or are incurred 
in the normal course of administration of the 
institution. The government participation is $11,000. 
In addition, the auditor questioned $287,000 of 
commencement and convocation costs in the university's 
1987 ,w and 1988 indirect cost claim. These costs are 
expressly unallowable per OMB Circular A-21. The 
government participation in these costs is $76,000. 

At Syracuse University: 

a. $83 3,000 oi' interdepartmental service costs were 
included in the 1990 indirect cost claim. The university 
department receiving the service was charged for that 
service; however, the department providing the service 
also recorded the costs. This resulted in double 
counting the expense. The government participation is 
$22,000. 
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b. The university voluntarily removed $362,000 of 
entertainment costs from various 1990 indirect expense 
pools. However, the auditor found an additional $57,000 
of entertainment costs. Of this amount $11,295 was for a 
St. Patrick's Day party; $8,855 was for dinner dances; 
ana $3,718 was for convocation and commencement 
activities. 

The Massachusetts Institute of Technology (MIT) 
included the following unallowable items identified as 
recreation expense in its 1990 indirect cost claim: 

a. $3,406 for limousine rental to bring t^e 
university board members to their meetings. 

b. $23,012 for the Biology Department's spring 
retreat hold for faculty, lab personnel, and graduate 
students. The costs were for hotel rooms, meals, and 
alcohol. The university did not provide any evidence 
demonstrating a technical purpose for the retreat. 

Penneylvania State University included $15,000 for 
sponsorship of the Hershey Amusement Park in its 1990 
indirect cost claim. 
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DcAA has completed audits of all of the nonstandard 
allocations having significant cost impact which were the subject 
of Memorandums of Understanding (MOUs) . These alternate 
allocations are deviations from the standards for allocating costs 
to government contracts, while the MOUs are documents of 
agreement signed by the government contracting officers and 
university officials, we have acted upon a legal opinion from 
Office of Naval Research counsel in assessing whether the 
agreements are valid. The criteria provided by counsel are as 
follows: 

"Memoranda of Ui -erstanding may be retroactively 
challengod by the Government if the facts so warrant. Facts 
which would support a challenge are: 1) where the Memorandum 
of Understanding was inconsistent with substantive provisions 
of OMB Circular A-21, Cost Principles for Educational 
Institutions, or other applicable substantive law or rule; or 
2) where subsequent events provide evidence that the facts or 
costs reported v.o support the MOU are materially different 
from facts and costs actually in place or incurred in 
performance of the agreement. Each MOU must be examined 
individually in light of these factual considerations." 
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We have recommended that 74 percent of the nonstandard 
allocation* be terminated because they produce inequitable 
allocations of costs to government contracts and grants and, 
consequently, do not comply with applicable regulations. In 
virtually all of the circumstances, the universities also did not 
comply with the OMB Circular A-21 requirement that nonsta. <ard 
allocations must be supported by cost analysis studies at least 
every two years. 

Some samples of the results of DCAA's audit of nonstandard 
allocations i\re: 



1. 



The Massachusetts Institute of Technology (KIT) 
allocavos library costs using a single recovery rate of 
49 percent for all library costs based on a 1983 cost 
analysis study. MIT did not provide the contracting 
officer updated library studies in fiscal year 1988 or 
1990 as required by Circular A-21. 

Our analysis of the library cost recovery indicates 
that a single research recovery rate is not equitable 
because the costs of the libraries do not closely 
correlate with the distribution of research by school. 
For example, the Architecture, Humanities, and Management 
school libraries incur about 50 percent of the total 
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library costs but these schools conduct only about 4 
percent of the total on-campus research. We developed 
individual research recovery rates for each school 
library to support audit recommendations for equitable 
cost allocations. 

In addition, we questioned the allocation of campus 
library costs to Lincoln Labs. Lincoln Labs is a 
federally funded research and development center located 
20 miles from the main MIT campus and has its own 
library. Our analysis indicates that the main campus 
library facilities are not significantly used by Lincoln 
Labs personnel. 

The cost impact to the government of the excessive 
allocation is $2.6 million in 1990. 

Pennsylvania State University has a MOU which 
changed the capitalization threshold for moveable 
equipment from $500 to $l,00G effective for fiscal year 
1990. The MOU is not in compliance with Circular A-21 
which sets the requirement for capitalization as 
"property having a useful life of more than two years, 
and an acquisition cost of $500 or more per unit." The 
cost impact to the government in fiscal year 1990 is 
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$480,000. This MOU has been cancelled but the university 
continues to capital!** only equipment costing $1000 or 



more . 



The allocation methods and criteria prescribed in OMB Circular 
A . 21 as the standards for cost allocation are very good accounting 
practices. By this, I mean that they generally result in 
objective and equitable actions of costs. The concepts are 
sound whether applied in the university environment or in any 
other environment where a reasonably accurate measure of costs i. 



desired. 



Vet, university managers, particularly at Stanford, persist in 
alleging that the Circular A-21 allocation standards are 
inequitable. Their allegations are made in the context of 

« rirrnlar A-21 allocation 

attempting to justify departures from the Circular 

standards so that deviations may be used to allocate a larger 
portion of their coats to government contracts and grants. Let me 
give you a frequently cited example. 

The president of Stanford University repetitively cites 
utility costs as be.ng improperly allotted by circular A-21 
provisions. He comments that utility costs are obviously 
diCf erent for laboratories than for classrooms and then explains 
that Circular A-21 requires utility costs to be allocated to all 
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square footage equally. Thus, as he alleges, two buildings of 
equal square footage should be allocated equal shares of utility 
costs . 

The interpretation given to circular A-21 allocation standards 
is wrong. Circular A-21 says that utility costs of buildings used 
exclusively in the conduct of a single function shall be assigned 
to that function. Thus, two buildinqs with dissimilar functions 
should not be lumped together for utility cost allocation. 

Unfortunately, Stanford attacks the allocation standard 
without providing a reasonable alternative. They would have the 
government accept utility cost allocations which totally disregard 
their own meter records of actual utility usage in favor of a very 
old report froir. a consultant who purportedly studied utility usage 
in a few buildings and recommended weighted square feet for cost 
allocations. That weighting resulted in charges to the government 
in excess of allocations based on uaage records. The overbillings 
amount to about $2 million per year. 

Other items observed in our audits reflect misinterpretations 
of the OMB Circular A-21 regulations. For example, Section J. 36 
of circular A-21 allows the charging of tuition remission as a 
compensation cost of students performing necessary work provided 
(i) there is * bonafide employer-employee relationship, (ii) the 
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tuition remission is reasonable compilation for the work 
performed, (ill) and the practice is to similarly compensate 
nonsponsored and sponsored activities. At MIT, the amount of 
tuition remission given to graduate students when related to hours 
worked exceeds the average compensation of full time researchers 
by 12 percent. We believe this is unreasonable. The exce.s in 
fiscal year 1990 amounts to V million. The subject of tuition 
mission is currently being studied by the 0MB Task Force as part 
of their review of Circular A-21 guid. 'in... 

A9 the level of government oversight activity has increased, 
so has the level of university activity. Many universities have 
hired additional personnel or engaged external consultants to 
bolster their positions. In many cases, this has resulted in 
^visions to cost claims, removing express.y unallowable costs. 
W. are pleased to see this voluntary effort and the amounts 
removed from the claims. We are concerned about the costs of 
retroactively doing what should have been done before the cla lm s 
were submitted. We do not believe the costs should be charged to 
the government and we intend to question any such oosts billed to 
the government. We will cite the following reasons for 
recommending disallowance in our reports to the contract^ 
officers: 
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1. The costs are directly associated with the unallowable 
expenses to which the effort is directed and should be so 
allocated. 

2. The government has previously reimbursed the universities 
for administrative expenses sufficient to assure compliance with 
applicable regulations, Their failure to do so and tne resultant 
managerial inefficiency which caused these incremental costs to be 
necessary is unreasonable. 

3. The costs are not of a type generally recognized as 
ordinary and necessary for the conduct of the university's 
business or the performance of sponsored research. 

Whether we are successful in sustaining these disallowance* 
remains to be seen. We expect to be challenged. For example, 
Stanford University's Director of their Office of Government Cost 
and Rate Studies, said in a 28 October 1991 letter to the DCAA 
audit manager that their 1992 rates will include $8 million in 
costs to respond to deficiencies cited by DCAA, to prepare cost 
studies, and to otherwise respond to government requests. This 
seems patently unreasonable to me. It is also ironic in view of 
the fact they have declined DCAA offers to conduct joint analyses 
of unallowable costs during the past 10 years as a means of 
red ; ng costs to both Stanford and the government. Other 
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universities, specific examples being the California Institute of 
Technology and the University of Denver, have informed DCAA 
auditors that they intend to claim similar costs. 

Columbia University has hired two independent accounting firms ■ 
to assist it in reviewing indirect cost claims for unallowable 
costs for fiscal years 1986 through 1990. Columbia 
representatives have indicated that they do not intend to charge 
the costs of this review to the governme k .. 

We have experienced some significant improvement in relations 
between university representatives and our auditors. For example, 
at Stanford, financial and internal audit management changes have 
resulted in a tone of cooperation and a strong desire to get the 
inherited mess behind them. They have removed time consuming 
barriers to auditor access to records and have made commitments to 
be cooperative with our auditors as they measure the dollar impact 
of improper allocation methods. 

Some positive actions at other universities are seen in the 
following examples: 
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1. The DCAA auditor at the University of Hawaii identified 
some significant cost accounting and internal control problems. 
DCAA management met with the university officials and developed an 
action plan to resolve the issues. The University provided a 
positive and constructive response. This included revising 
allocation methods to conform with Circular A-21. 

2. Audits disclosed that Cornell University provides its 
former president rent-free use of a university-owned house. 
Cornell is currently reviewing its indirect expenses and have 
indicated it will submit revised indirect cost claims for 1986 
through 1988. Cornell representatives have advised that they will 
remove costs associated with the former president's house in the 
revised claims. 

My overall assessment of the actions to correct the causes of 
university cost problems may be summarized as follows: 

There has been a large amount of government funds distributed 
both to the universities and v in the universities where the 
academic environment and the importance of the research has 
overshadowed the usual prudence associated with the use of such 
funds. This environment caused a failure to give appropriate 
attention to the more stringent controls expected to be associated 
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with public funds. A number of significant actions appear to be 
correcting the lac* of attention to appropriate controls: 

Xl vour hearings have certainly brought vnto c)„< focus the 
need for corrective action. 

a university managers .cross the nation have initiated 
internal reviews of their cy.t~ and revised personnel assignment 
responsibilities. Implantation actions ^ to date have 
been great improver* .v«r prior practices. 

3 BMW unive.-.ities have come forward with voluntas 
refur ,r -K- tram open settlement claims of significant 

i »„„™r,rl»telv billed to the gover-.went . 
amoun t i '*»it were inappropriately Dine 

4 The applicable regulation, OMB circular A-21, has been 
significantly revised and improved to make cost allowability 
provisions more explicit, to establish more definitive cost 
controls, and to ma*e it clear that unallowable ,c .t. which have 
fl owed through the billing process are to be rinded when 
discovered, not treated as an element of car .forward provisions. 

5 . The cost Accounting Standards Board nas published for 
public comments proposals which would m**e some of their 
regulations applicable to universities. 
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6. Oversight organizations have heightened the awareness of 
their personnel toward the need to deal with universities who are 
in the business of government sponsored research as they would 
with other businesses in s?vernment contracting. In DCAA, we have 
reviewed and revised audit guidelines, assured that appropriate 
risk assessments are made, and established audit programs and 
assigned personnel commensurate with those risk assessments. 

While significant progress has been and will continue to be 
accomplished, there are some obstacles of concern to the auditors t 

I. Where we are performing audits at universities having 
both DoD and non DoD contracts, it is imperative that the non DoD 
agencies be prepared to pay for their share of the audits. For 
example about half of the costs we are auditing at Stanford are 
allocable to Department of Health and Human Services (HHS) 
sponsored research, HHS has advised that they do not have 
sufficient funds to support their share of the audita. Because 
our appropriation includes funds for only the DoD requirements, we 
may have to reschedule some of the audits until HHS is able to pay 
for their share. The budget shortage for fiscal year 1992 audits 
is about SI million. We are working through government channels 
to resolve this condition. 
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2. Some of the universities have withdrawn cost claims and 
deferred submissions pending their internal reviews of the 
claims. While we welcome this self governance action, it 
obviously detracts from our being able to conduct an audit. There 
mu st be a claim available to audit. We are meeting with 
university managers, and in some cases scheduling interim tests or 
joint audits, to resolve this condition. 

While the work of correcting all the university cost problems 
will take considerably more time, I believe the recoveries and 
recommended additional recoveries of government funds show that 
the effort is worthwhile. The newly experienced cooperation and 
attention toward systems improvement will likely result in much 
mo re acceptable conditions for government sponsored research at 
universities. 

Before concluding my statement, I would like to point out that 
lessons learned in the university environment are being pursued 
elsewhere. For example, attention is now being focused upon 
nonprofit organizations involved in government sponsored research 
and other contracted activities. 

At the National Academy of Sciences, DCAA auditors have 
encountered some significant accounting system problems and 
unallowable billed costs similar to the those observed at 
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universities. The Academy is a nonprofit organization exeirpt from 
federal income taxes which operates as a collection of scientists 
engaged to perform research stud, as requested and paid for by 
federal agencies. The majority of research done is for the 
Department of Transportation, NASA, Department of Energy, and 
DoD. The Academy charged about $143 million to the government for 
research in its fiscal year 1990. 

The National Academy of Sciences has been submitting indirect 
cost submissions that have not been properly reconciled by the 
Academy to its general ledger. The DCAA auditor asked for a 
reconciliation of costs claimed, costs billed, and costs recorded 
in the general ledger for open Government contracts and grants in 
the period 1986 through 1990. The Academy engaged expert 
assistance and spent four months attempting to reconcile the 1988 
indirect cost claim to the accounting records. A reconciliation 
and explanation was provided to DCAA this past week. The auditors 
are currently reviewing this reconciliation. 

The reconciliation difficulties raise concern that the 
Academy's accounting system may not be acceptable for 
accounting for costs on government contracts and grants. Other 
evidence in support of this is that the Academy does not 
accumulate a record of billings by fiscal period, overhead 
expenses are accumulated on a consolidated basis even though four 
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overhead rates are used for billings on government contracts and 
grants, and there is no system for identifying and segregating 
expressly unallowable costs. Our auditors are making an 
assessment of these deficiencies. Regarding the expressly 
unallowable coats, the Academy recently engaged the large CPA 
firm, Price Waterhouse, to perform a sample of three accounts in 
about ten cost centers. As a result of this review, the Academy 
refunded $168,723 to the government. An acceptable test should 
include all accounts. Of course, this procedure would not be 
necessary at all if the Academy had established procedures to 
comply with the applicable regulations in the first place. 

Audit effort at the National Academy of Sciences will 
obviously continue to have our attention. In the meantime, we are 
surveying our audxt office, to identify other nonprofit 
organizations having significant government contract, or grants 
subject to audit. We will assure that organizations identified in 
this survey receive expedited and effective audits. 

„ r . Chairmen and Members of the Subcommittee, this concludes 
my statement. I will be pleased to answer any questions. 
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Mr. Dingell. Mr. Newton, Admiral Miller, the Chair thanks i you 
both for very helpful testimony and for the very valuable assist- 
ance you have given to this committee as we have proceeded 
through this investigation. Tk Chair wishes to commend you both. 

TheChaS is goini to recognize members for ques ions now com- 
mencing with my good frienlfrom Georgia, Dr. Rowland. 

Mr. Rowland. Thank you, Mr. Chairman 

Mr Newton, you sa d in your statement that DLAA has just 
competed ite audit of MIT for 1990 and «g 9 *«R^^ 
$23 million that was in question and that $19 million were exces 
sively billed to the Government, is that correct 

Mr RowLAND Y My S understanding is that, MIT has 4 open years, 
1987 through 1989, as well as 1991,that hasn't been audited yet; is 

th Mr C °N^oN. Yes, sir. We have the years audits 1987 through 
1989 We Z not received a submission for the university for 

19 Mr. Rowland. Well, if your 1990 findings are indicative, we 
could be talking about a substantial sum at MIT; couldn t we? 
Mr Nfwton I would expect so; yes, sir. 

Mr. Rowland Could you provide the subcommittee with some 
examples of the problems that were 1 found at Mil . 

Mr Newton Yes, sir; I can. In the audit of tiscal year iwu, we 
found a Stion where there are problems with what is called tui- 
r remiSorThis is, in effect compensation being , 
uate students in lieu of paying the money where the university will 
foregfthe requirement for them to pay certain tuition money. That 

^^^S^SS^a -mission amounts for research 
tJng Performed by graduate students, and we compared that wi^h 

the Imount being paid to the regular r es ,^ rc t he f h 5 a M /ounrbeing 
found that by dividing the hours worked in £ the amount being 
Daid coming up with the average amounts being paid, we louna 
that through tuition remission the student researchers were being 
paid 12 percent more than the full time researchers We cons^er^ 
that unreasonable. This amount is reflected in a total of about $7 

m !^hi f ^Xat1!nT that may be of interest to. you is that 
th^versS ^ffestablished in its contingency provisions account 
?re^?orunbudgeted positions in ^Jff^^&^^ 
other words, these are positions that they did not fill, but they set 
up the reserVe so they would have the money to do so, and charged 

tl 1»^.SWav.m»ent paid for positions that weren't 
^%^ h Y^YS^. Another example of problems 
at MIT isTarthey Ce a building at ™ f^^JffiZ 
treated as an operating lease, meaning thai they wrote ott air me 
cos?s to the !U?head £ that year contrary to even a proper appl - 
cation of their own accounting po icy, as well as the generally ac 
ceoted accounting principles. This resulted in another 9lW,w» 
excess charge to the Government. It included social events and 
weddfngs colts. It included one item I have roted here, an $8,500 
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total for luncheons that we classified as entertainment. They have 
charged athletic department costs into the fringe benefit account. 
There are other examples that — would you like me to continue on? 

Mr. Rowland. No. That is enough. Let me ask you about ac- 
counting at MIT. You seem to suggest there, in one of your exam- 
ples, that they were not following good accounting procedures. 

Mr. Newton. That is our opinion; yes, sir. We have considerable 
problems with some of the allocations; unfortunately, some that 
have been subject to the old memorandums of understanding. 

The example I included in my statement, which I think is a good 
reflection of poor accounting, is the accounting for library costs. 
The university has lumped all of their libraries together, where, in 
fact, they have different libraries in each of their major depart- 
ments. And by lumping them together, it has caused a very large 
amount of additional costs to be allocated to the Government than 
would have been had separate allocations been made for each of 
the libraries. 

An example, I believe I cited, is that you have several depart- 
ments there that make up 50 percent of the total consolidated pool 
of library ^osts, but yet they only have a very small percentage of 
the actual esearch being conducted there. 

Mr Rowland. Would you have an opinion as to whether or not 
following good accounting principles there, was intentional or unin- 
tentional? 

Mr. Newton. Well, I have seen no evidence that would lead me 
to a conclusion that they set out to intentionally not follow good 
accounting practices. But, from the number of the situations and 
the direction that they all seem to take, which is against the Gov- 
ernment and bringing in more revenue to the university, my specu- 
lation as an auditor is that perhaps some of the accounting treat- 
ments were devised as a means of increasing the revenue that 
would come! to the university. 

Mr. Rowland. Were they gaming the Government? 

Mr. Newton. Were they gaming? I would have to say as to what 
their intent is or what they were thinking, I really don't know 
what they were thinking. 

Mr. Rowland. Let me ask, let me just go to Admiral Miller. It is 
my understanding that the Army is open to criminal investigation 
at MIT. Can you tell me what allegations are against MIT and 
what the scope of the investigation is? 

Admiral Miller. First, I wanted to comment on your line of 

3uestioning with Mr. Newton. It is my impression* and certainly 
efer to Mr. Newton on questions of auditing, but in looking at 
what we have seen at universities across the board, I have formed 
a personal impression that universities do not have the same rigor 
in their accounting procedures as we have seen on the commercial 
side. 

That is an across-the-board observation, and I would defer to Mr. 
Newton to confirm that, if he would. 

Mr. Newton. I certainly would. I think that is a general condi- 
tion that we are observing. Also, I have to say it is unfortunate. 
Here we are dealing with Government— that is, the Government is 
dealing with them as a business insofar as sponsoring research. I 
see no reason why more lax accounting procedures should be exist- 
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ing in that situation than we require in the indu 3 trial environ- 

m M^" Bn*i Ann I certainlv think thai a school that has as wonder- 
ItaU^^^tWliS would have an excellent accounting 
system. 

Mr. Newton and I and our organizations ^ act as a « am 
and we are looking at the contractual sides of this, the busin .-ss as 
pects BurXn wl either of us, see the possibility of a criminal or 
Svll proceeding, then we refer that to the appropriate investigating 

ag Mr. y RowLAND. Can you tell us the status of that? 
Admiral Miller. No, sir; I cannot. 

Mr. Rowland. OK. Thank vou i very much. moment DCAA 

Mr Newton, let me come back tc you for just a moment, 
found alXst $6 million in questioned costs at Carnegie Mellon for 
1987 and 1988 deluding 1>243,00C in questioned entertainment 
hfrges^VoO oVin questioned interest ^^g^ttp 

ttZ caL. The entertainment, ^.^PK^^pJl^j!?'^ 
departmental get-together party; it included $ 2 - 6 ^ 0 J°PP a s ^"i °" 
rnterinc the win- r ball We have items, even some ot the smaller 

litv problem noted. An example of that is $7,dUU tor orcnest ra com 
brinFX£ted over to the Government. We have a $1.5 million 
excels charge in depreciation regarding conversion from the un - 
S Sication of use rates to depreciation accounting And f - 
nal y ^ fina P example I can offer you here ^ f at in what is called 

rect? . , 

Mr. Newton. Yes, sir, That is correct. m ;iHon for 1987 

Mr. Rowland. So, if your finding is almost $6 '"J™ 1 
on3 1Q88 aw. parried forward, and you put in those other d years, 
SI ^tofal 0& Melfon could increase significantly; 

couldn't it? 
Mr. Newton. I would expect so. 
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Mr. Rowland. Mr. Chairman, is my time about out? 

Mr. Dingell. The Chair thanks the gentleman. 

Now, Mr. Newton, let's turn to Penn State University. DCAA 
questioned some $22 million in fiscal year 1986 and 1990; is that 
correct? 

Mr. Newtcn. Yes, sir. 

Mr. Dingell. Now, as I note in these charges that were ques- 
tioned, there is some $2.8 million in interest and fund raising; 
almost $9 million in allocation costs and more than $10 million in 
other allocability issues. Can you give the committee some of the 
specifics that would support these numbers, please? 

Mr. Newton. Yes, sir. In the interest area, the nomenclature of 
the account here includes interest and fund-raising anl some other 
contingencies, but what we have here as a major portion of this 
deals with refinancing bond interest. The university has gone 
through various refinancing gyrations, which have caused the cost 
of the financing to go up. In other words, if they had stayed with 
their original schedule of financing for the construction and other 
activities thai they were involved in that were allowable activities, 
the interest would have been accepted. 

But in this case they are refinancing and spreading payments 
out over a longer period of time. For that period in which more in- 
terest costs v/ould be charged, we questioned that as being an unal- 
lowable practice. 

We also found in that particular account a number of fund rais- 
ing, solicitation type activities and so on. Under the category of 
professional services, there are various unallowable legal and other 
services, I might add that for that amount, Penn State University 
officials have concurred with our recommendation. 

On the large item under allocable costs where we have some $9 
million, $8,341,000 to be more precise, it includes items such as op- 
erating costs that are not allocable to the Government, like the 
president's house; $102,000 is included for that. Another large item 
that we found allocability problems with is that the university 
made an error within their computer program for the calculation 
of depreciation. That reflects about a $10 million error, $10 million 
of excess bikings to the Government; and again, the university has 
concurred with this finding. 

Mr. Dingell. Now, it would be fair to note that the $22 million 
we are discussing is based on 1986 and 1990. It does not cover 1987, 
1988 and 1989; is that correct? 

Mr. Newton. Yes, sir. 

Mr. Dingell. Now, what would you anticipate then would bt the 
n nits of Penn State for these 3 years? 

Mr. Newton. I am not in a position to make an estimate without 
doing the audit effort that we would pursue. The reason why is, 
like I mentioned the computer error of $10 million, I am not sure 
that that is not an isolated circumstance. Our auditors will have to 
do a comparison analysis o\ the various accounts for each of the 
years with the objective of identifying whether there are circum- 
stances that we observed which would not be repetitive in another 
period. Likewise that comparative analysis, I would think, would 
identify unusual fluctuations in those other periods in which we 
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would have to do probes to see if there might be things that just 

theleshSbe yeU Tnto which we should be vigorously inqumng; 
W °Mr d Newton. Yes, indeed. I would expect there to be significant 

ZSSa: err. wJttwsaa: 

X^XtSMCrWio^ about $6 million 
at Syracuse University; is that correct.' 

t: K'gather that DCAA h" n ^SK?. 

Hawaii" Sued in the summary ^0— you P« f 
vided the subcommittee. 1 .gather that i'h e J^A has a num 
audit activities 0^ 

SKv*£S*rf ffi ? and the concerns that you have .dent, 
fi M^nISLn The audit manager of our audits at the University 

to-MSS that they do, 

'T&'JSS? Vet sir'The primary concern we have 
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expert and spend 4 months, when all we are asking for is to recon- 
cile between the billings to the Government and what they have on 
their general ledger, that is cause for concern. 

But some other things that cause us to be concerned that we are 
looking into is that they don't accumulate the record of billings by 
fiscal period. Overhead expenses are accumulated on a consolidated 
basis, even though they have different rates used for billings on 
Government contracts and grants. And there is no system at all for 
identifying and segregating expressly unallowable costs. These 
issues are of considerable concern. 

I rnig' \ give you an example of the kind of problem we have 
with expressly unallowable costs there. They brought in the Big 
Six CPA firm, Price Waterhouse, to perform a sample of three ac- 
counts in about 10 cost centers. As a result of this review, the acad- 
emy refunded $168,723 to the Government. We believe an accepta- 
ble test, though, should include all accounts. Of course, this proce- 
dure would not be necessary at all if the academy had established 
procedures to comply with the applicable regulations in the first 
place. So we are working with them systematically right now, and I 
think we will be identifying amounts later on in this year. 

Mr. Dingell. Thank you. 

Now, Admiral Miller, the Navy, I note, has a criminal investiga- 
tion going at the University of ±Iawaii. I understand that this in- 
cludes the University of Hawaii shifting costs across grants as 
funding limits were reached. Can you tell us what the scope of the 
criminal case is at the University of Hawaii and what allegations 
are being examined? Now, I don't want you t r jeopardize any 
criminal processes in your response. 

Admiral Miller. Well, I appreciate your concern, Mr. Chairman, 
and in fact, I am not authorized to discuss ongoing investigations. I 
would have to refer that question to the Naval Investigative Serv- 
ice. 

Mr. Dingell. Very well. 

Mr. Newton, according to Stanford, in your testimony you state, 
"It is our opinion that Stanford owes the Government $231 million 
for excessive amounts billed during 1981 to 1988;" is that correct? 

Mr. Newton. Yes. 

Mr. Dingell. Mr. Newton, can you tell the subcommittee about 
the depth and breadth of DCAA audit work that went into this de- 
termination? 

Mr. Newton. Yes, sir. We did a very detailed amount of testing 
of the years 1987 and 1988; a very comprehensive examination of 
the specific transactions. We went through the various allocation 
methods and tested whether the results were, in fact, in compli- 
ance with the specific requirements of Circular A-21. As I have 
mentioned, the findings in that analysis caused us to question some 
of the allocation methods that had previously been sanctioned by 
the MOU's. 

After we concluded our reviews of the years 1987 and 1988, we 
then went back for the years 1981 through 1987 and did extensive 
comparative analyses. We did not do as comprehensive transaction 
testing in those years, but rather we did comparative analyses, and 
we would do probes of transactions where we vvould see fluctua- 
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rect costs from headquarters, right now, in close coordination with 
headquarters at DCAA. We are not allowing it to go to the field as 
it had in previous years. We think this is a necessary interim step; 
the magnitude of the problems we have found requires very close 
supervision, even at my level, on a regular basis on what is going 
on and what negotiations are ready to start and what is our posi- 
tion. 

In the longer term, we believe that our experience at Stanford in 
forming a high level team of negotiators to help the local resident 
representative has proven very fruitful, and that is the basis for 
the reorganization plans that I mentioned in my opening state- 
ment. I will say that I am withholding actual implementation of 
that plan, because I have also called in the Naval Audit Service. I 
wanted an outside agency, someone besides my own organization to 
assess the situation. The Naval Audit Service has completed assess- 
ing my headquarters. They are now out looking at our field oper- 
ations, and I expect their report in April of this year. So I am with- 
holding my own plan until I get their advice. Unless they convince 
me otherwise, I intend to consolidate and have a single very senior 
negotiating team, with the individual administrative contracting 
officers serving as members of the team at their university. This 
team of senior negotiators, and senior attorneys will be provided 
centrally; something that hadn't been done in the past. 

Mr. Dingell. It is very clear that in the number of colleges and 
universities, you do have the same problem that you had at Stan- 
ford to a greater or lesser degree, and we do not know at this par- 
ticular time. Would I be fair in assuming that this kind of concen- 
trated approach of having teams go in there is in order? 

Admiral Miller. Well, we have addressed it differently. I believe 
additional concern is very valid and called for, but we have not ad- 
dressed it in terms of forming a tiger team to go out because I 
agree with Mr. Peach from the GAO when he said that this is a 
systemic problem. And so our solutions have tended to be systemic 
rather than having a fire brigade go out. 

What we have done is put much more emphasis on our own pro- 
cedures and have redone our entire procedures to give much more 
visibility at headquarters to what is going on in the field. We have 
also instituted very rigorous training for all of our field operatives 
and implemented our rotation policy at all of the universities. 

Since this matter first came to light, two-thirds of our adminis- 
trative contracting officers have moved in their responsibilities. So 
we have new eyes looking at each event. We don't have the same 
one evaluating the university that was there 2 years ago. And I 
think the new eyes, the new training, and the more rigorous ad- 
ministrative procedures are the appropriate systemic solutions. 

Mr. Dingell. Well, I agree. The thing— the thing is, I don't want 
the record to leave anybody with the impression that you propose 
not to pursue these other schools vigorously, using whatever mech- 
anisms are necessary. 

Admiral Miller. That would be an incorrect perception. We are 
going to pursue it, and are pursuing it in coordination with DCAA. 
In fact, DCAA's audits of all open years at all universities, plus, as 
I said, the audit of internal controls — that is how a university ac- 
counts for their own costs — have been cited here with regard to 
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Admiral Miller. As I stated, we agree with the GAO assessment 
that the real problem is generally systemic. That is, the system for 
administering Federal research needs healing. The part that we 
control for DOD cognizance schools, that is those schools that the 
team of DCAA and ONR are overseeing, we have gone out and 
looked at systemic solutions, looked at better training and selec- 
tion, methods for people, as well as reorganization plans to get 
more experienced negotiators representing a consolidated Federal 
position and not just an ONR position. And we have instituted a 
requirement that before a local contracting officer initiates his ne- 
gotiations with a university, he not only has to get DCAA's advice 
but also the advice of other Federal agencies that fund research. 
For example, the Department of Health and Human Services 
might have a very distinct interest in how rates are negotiated at 
that particular university; and so we call in their advice. 

But I think the overall approach is both near-term and far-term. 
We want a correction of the system rather than a fire brigade ap- 
proach. 

Mr. Rowland. Well, you still have the same eyes and ears at 
those universities, nv^t of them. 

Admiral Miller. sir. In fact, at most of them we have new 
fcyes and ears through <w rotation policy. Approximately two- 
thirds of all of the administrative contracting officers in the field 
have changed their responsibility in the last 18 months. We have 
them moved. They are now looking at new schools; I want them to 
tell me what is different and question everything out there. 

In fact, when we had them in town, we had a conference last 
quarter of all of our field representatives to bring them in for 
training and to make sure that their perspective was correct. I per- 
sonally talked to them and told them of the great importance of 
their responsibility and that their commission in the field is direct- 
ly from me. They are out there representing me as the head of the 
contracting activity. If ever they find anything that they don't un- 
derstand or have the least question about and are not getting the 
proper response, I want them to pick up the phone and call me di- 
rectly. 

Mr. Rowland. You are comfortable with what is going on right 
now then? 

Admiral Miller. I am comfortable with where we are today. I 
recognize we have a lot of work ahead of us. We are at the stage 
now where we are rolling up our sleeves. We and DCAA are grind- 
ing out years of backlog of work. 

Mr. Rowland. So are your ACO s calling you now about the 
problems? 

Admir Miller. They have not called me, but I have also 
cleaned out the pipe of the chain of command between the ACO's 
and me. So I think they are finding a much more responsive 
system into which to express their concerns. 

Mr. Rowland. Can you ass re he subcommittee that all of those 
14 ACO's not only have the capability but also the willingness to 
protect the Government's interest when it comes to protecting fi- 
nancial dealings with these universities? 

Admiral Miller. I am under oath, and I cannot state what is in 
anybody's head except my own. All I can do is tell you that we 
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Mr. Rowland. Well, once he has finished his business there, 
would you use him at other universities? 

Admiral Miller. As part of my reorganization, we are going to 
look into changing around responsibilities for all the universities. 
Right now we are looking into consolidating into fewer residencies, 
as we call them. We have 14 offices around the country. My cur- 
rent plan 13 that we would consolidate to eight and reassign them; 
also we are going to have this centralized team. But nobody has 
been assigned to a job yot. I haven't hooked names to jobs. Mr. 
Biddle certainly would be considered for any job for which he has 
the talent and the expertise. 

Mr. Rowland. Let me ask you this, Mr. Newton, one last ques- 
tion about the backlog at DCAA. That has to be a concern. 

Mr. Newton. Yes, it is. 

Mr. Rowland. Tell me what is going on with reference to trying 
to bring that backlog situation under control. 

Mr. Newton. We are doing the best we can with the resources 
available through the use of risk assessment procedures, attempt- 
ing to identify contractors and which contractor years to focus the 
resources on, toward being able to eliminate the more risky ele- 
ments of the backlog. 

To do this we have worked with the contracting activities to 
identify situations where they have a large number of contracts in 
a given year at a given location. We have attempted to assign our 
resources so that we might be able to get a large number done with 
the people we have. 

We have been making progress on it. At one time, it looked like 
we we/e going into a never-ending situation where we had about, 
what I would call over 3,000 audits. Audits here are being meas- 
ured by contractor fiscal year. We had about 3,000 of these audits 
coming into the in-basket, if you will every year. We were putting 
out only about 1,100 audits. That didn't look too good. 

But then we had increases in resources. We had the risk assess- 
ments that we applied. We have turned the backlog growth around. 
Now we are doing more than what is coming in. This has occurred 
in the last two Government fiscal years; and as I say, we are seeing 
progress that we hope to continue. 

Mr. Rowland. Well, under our present budgetary constraints, 
certainly there is a lot of problems that have been created for agen- 
cies. Can you tell me what has happened to yours under the Presi- 
dent's budget? 

Mr. Newton. We presently have a budget of $378 million. That 
amount will not cover the payroll for the employees we presently 
have onboard, which is around 6,100 people. However, the Comp- 
troller of the Department of Defense has indicated, in fact just this 
past week, that he is going to conduct a review of the staffing and 
the budget of our Agency within the next 2 weeks with prospects of 
seeing if there possibly might be some reprogramming of additional 
funds for the Agency. We are looking forward to that review. 

Mr. Rowland. OR. Thank you very much, Admiral Miller and 
Mr. Newton. We really do appreciate your testimony very much. 

Mr. Newton. Thank you. 

Mr. Rowland. The next panel is Mr. Thomas Roslewicz and Mr. 
Gary Talesnik. I ask you gentlemen to take the witness stand, 
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please. They are accompanied by Mr. Richard Ogden. Is Roslewicz 
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Mr. Roslewicz. No, sir. 
Mr. Talesnik. No, sir. 

Mr Ogden. No, sir. . ,„ 

Mr. Rowland. Do either of you desire counsel.-' 
Mr. Roslewicz. No, sir. 
Mr. Talesnik. No, sir. 

Mr Ooden. No, sir. . . » . 
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cials to certify that their indirect cost proposals do not include any 
unallowable costs, and impose an across-the-board limit on the 
amount of university administrative costs the Government will 
Pay. 

The new rules were issued this past October and generally went 
into effect immediately on October the 1st. The one exception to 
that is the limits on administrative costs, which became effective at 
the start of each institution's next fiscal year. 

Second, indirect audits of indirect costs are beinf?; :nade by both 
Federal and non-Federal auditors. As noted in Mr/Roslewicz's tes- 
timony, the HHS Inspector General has recently completed special 
audits of 14 major universities to identify unallowable costs in 
their indirect cost pools, and I am pleased to report that most of 
those audits have now been resolved; and the vast majority of the 
costs that were questioned have been sustained in the audit resolu- 
tion process. 

The IG has also conducted a number of audits in collaboration 
with the indirect cost negotiators to assist and support the negotia- 
tion process. A \ tionally, we are expecting to see a substantial in- 
crease in tht iv/erage of indirect costs by non-Federal auditors 
under new audit guidelines issued by OMB last fall. These guide- 
lines specifically require coverage of indirect costs as part of the or- 
ganization-wide audits conducted by CPA firms and other auditors 
under OMB Circular A-133. 

Third, we have recently implemented several changes to our ne- 
gotiation operations that we believe will strengthen our ability to 
negotiate reasonable and appropriate indirect cost rates with uni- 
versities, as well as in many other types of organizations for which 
we are responsible. The most significant of these changes is a con- 
solidation of our regional negotiation offices to broaden the level of 
technical expertise in each office. The consolidation was fully im- 
plemented at the start of .he current fiscal year. 

Finally, we are continuing to examine possible additional re- 
forms to the indirect cost system through the collaborative efforts 
of tho Director of NIH, the Inspector General, and the Assistant 
Secretary for Management and Budget. This is part of a Govern- 
ment-wide study of this subject being conducted under the leader- 
ship of OMB and the Offices of Science and Technology policy. 

In summary, Mr. Chairman, the Department is committed to 
real and lasting improvements in this important and complicated 
area. Concrete steps are being taken to deal with the problems 
identified by the subcommittee and others, and we believe they will 
go a long way towards correcting those problems. 

That concludes my prepared statement, Mr. Chairman. I would 
be pleased to respond to your questions. 

[The prepared statement of Mr. Talesnik follows:] 

Statement of Gary M. Talksnik, Director, Office of Grant and Contract 
Financial Management, Department of Health and Human Services 

Mr. Chairman and Members of the Subcommittee: I am Gary M. Talesnik, Direc- 
!? r> PJ^ ce of ^ rant ancl Contract Financial Management of the Department of 
Health and Human Services. 

I appreciate the opportunity to appear before the subcommittee to assist in its 
review of indirect costs. As the Assistant Secretary for Management and Budget in- 
dicated in his testimony before the subcommittee last May, this subject is very im- 
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Human Services. Accompanying me today is Richard Ogden, who is 
our Regional Inspector General for our Boston regional office, Mr. 
Ogden was responsible for coordinating the 14 audits that we did at 
universities around the country, His staff did a commendable job in 
that effort, too. 

With your permission, Mr. Chairman, I would like to keep my 
oral comments brief and submit my testimony for the record. 
Mr. Rowland. Without objection. 

Mr. Roslewicz. When we appeared before this subcommittee in 
May of last year, we discussed the preliminary results of audits of 
indirect costs at 12 of 13 schools scheduled for such review. Since 
that time, we have added one school to this list and have finalized 
our audits. We are hereby submitting that report. 

Also in discussions with staff of the committee, we agreed to pre- 
pare a summary report on our 1991 activities, other than what we 
did at the 14 universities. Some of that work is still ongoing. We 
feel the committee would be — would be able to make some use out 
of that work. 

Mr. Rowland. Without objection, that will be made part of the 
record. 

Mr. Roslewicz. Thank you, sir. We also have a special report 
which Chairman Dingell requested back at the May hearing on the 
indirect cost rates that are charged to non-Federal researchers who 
do research at our colleges and universities. We have that report to 
submit. 

Mr. Rowland. That will also be entered into the record. 

Mr. Roslewicz. We have a summary report on other indirect cost 
issues that we provided at the request of the Chairman of the 
Senate Labor Committee. That report too, we feel, would be of use 
to this committee; so we are submitting that for the record. 

Mr. Rowland. Without objection, that also will be submitted into 
the record. 

Mr. Roslewicz. Thank you, Mr. Chairman. Our audit universe is 
very large. We have over some 600 universities that have research 
funds ucning into them. Of that amount, about 262 of those receive 
90 percent of these Federal research dollars. So our resources are 
small, but jet we are trying to use the resources that we have ef- 
fectively to j accomplish the work load we have there. 

Our results to date show us that there are still some improve- 
ments that are needed in the way the Federal Government does 
business v ith the college and university community. To effect the 
best use of our limited resources, we developed a strategy which 
helps us to maximize coverage at these 262 schools which are the 
major recipients of Federal dollars. Based on geography and size, 
we focused our initial efforts on a general and administrative cost 
pool audit at 14 schools to make sure that the Stanford problems 
identified were not occurring at our universities as well. 

I have up in front, Mr. Chairman, a chart or two charts that 
show the 14 universities in particular that we have been to. And as 
you can see, those 14 universities had a total amount of $20.3 mil- 
lion in unallowable costs that had been charged to the general and 
administrative— G and A — cost pools. Of that amount, approxi- 
mately $2.9 million was allocated to organized research. That is the 
basis of our report that has been consolidated. 
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While progress has been made, there is still room for improve- 
ment in the way the Federal Government does business with 
schools. I see a twofold approach, a global and an incremental ap- 
proach. Globally I think what we need to \oc\ at is, are we doing 
business with the schools in the best way we can, and are we work- 
ing effe lively to negotiate rates. Are there other ways in which we 
might ue able to accomplish an agreeable amount as to what 
amount the Federal Government should pay for indirect costs at 
these universities? 

Incrementally, I believe there are a lot of other things that can 
be done to Circular A-21 to help alleviate the problems that audi- 
tors and accountants run into when they are doing these scrub re- 
views, looking at the amounts that are being charged to the cost 
pools. The actions taken to date by OMB are certainly very helpful 
in terms of when you are out there and you are the grass root audi- 
tor looking at these individual transactions, it is much easier to 
have a clear criteria as to what is allowable and what is not. 

And the recent changes to OMB which became effective in Octo- 
ber will certainly help with that area. I think you know there are 
other things that we pointed out in our report which indicate what 
OMB can do— the Circular A-21 can be clarified further to help 
this process. I also agree with GAO's earlier recommendation that 
there needs to be 3erious thought given to the amount of resources 
that are being applied in this area, albeit audit resources in negoti- 
ations as well. 

At this point, Mr. Chairman, I will conclude my oral testimony 
and be happy to answer any questions. 
[Testimony resumes on p. 142.] 

[The prepared statement and attachments rf Mr. Roslewicz 
follow. The full text of the Inspector General report is retained in 
the subcommittee files.] 
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STATEMENT OF THOMAS D. ROSLEWICZ 
X „ Thomas D. Roslewic,, Deputy Inspector General for Audit 
Service, of the Department of Health and Hunan Services (HHS) • 
With me i. Richard ». Ogden, our Regional Inspector General for 
Au dit Services in Boston. We are here this morning to discuss 
our progress in reviewing indirecc costs at colleges and 
universities, recent changes to the cost principles in Office of 
„ a nagement and Budget (OMB, Circular A-21, and our future 
overset plans. When the Inspector General and I appeared 
H^ore this Subcommittee on May 9, we dxscussed the preliminary 
results of audits we had performed at 12 of 13 schools under 
review. We now have final results of audit work at 14 schools 
and X will he specifically discussing our findings and how the 
new revisions to A-21 will impact on these problem areas. 
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Costs were consider© J reasonable "if the nature of the goods or 
services acquired or applied, and the amount involved therefore, 
reflect the action that a prudent person would have taken under 
the circumstances prevailing at the time the decision to incur 
the cost was made," This subjective test of reasonableness 
provided great latitude for schools to include many iteirs and 
services which might .otherwise be excluded under the more 
specific Federal Acquisition Regulations (FAR) . The FAR contains 
cost principles relating to contracts with commercial 
organizations and provides more specific guidance on allowable 
costs than previously found in A-21, Under A-21, a cost was 
allocable to a specitic project if "the goods or services were 
chargeable or assignable to such cost objectives in accordance 
with relative benefits received or other equitable relationship." 
We noted that the non-specificity of A-21 provided discretion 
and, indeed, incentives to schools to define "benefit*- received" 
to their best advantage. 

Our testimony also pointed out that the principles in A-21 were 
established over 30 years ago when the research environment and 
Federal funding were less complex. The Circular had been 
modified eight times, but still A-21 did not keep pace with 
changes in the scientific research arena and today's business and 
accounting practices. Effective October 1, 1991, 0MB made the 
ninth revision to A-21 specifically designed to curb abuses in 
educational institution fiactices involving indirect costs 
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our audits found that the 14 schools included approximately $20.4 
million ot unallowable costs in their indirect cost proposals 
submitted to the Department of HHS 1 Division of cost Allocation, 
Of this amount, about $3 million was allocated to organized 
research. Most of this $3 million was then charged to Federal 
research. We also found that 4 of the 14 schools performed their 
own reviews of administrative costs prior to our audit and 
identified an additional $11.4 million which was removed from 
indirect costs. We found charges for items that were clearly 
excluded for reimbursement by (both current and then effective 
version of) A-21. In addition, we found that apparent 
ambiguities in the then extant version of A-21 allowed schools to 
liberally increase the types and amounts of costs included in 
their General Administration accounts. For example, we 
discovered $5.7 million in unallowable costs at the 4 "self- 
scrub" schools that were in addition to the $11.4 million of 
items the schools had eliminated. 

Let me give you examples of unallowable costs we found at the 14 
schools: 



o 



travel (airfare for presidents' spouses, numerous trips 
to attend meetings which benefitted other institutional 
activities, airfare to Grand Cayman to attend meeting 
of investors as well as various other foreign travel) 
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o entertainment (numerous charges for expenses related to 
attendance at football games, opera tickets and liquor) 

o public relations (a news service handling public 

relations for the university, announcements promoting 
the university and memberships in a public relations 
club) 

o legal fees (defense of an investigation brought by the 
Federal Government against the school concerning 
tuition price-fixing and violation of student civil 
rights) 

o memberships in social or civic organizations 

(university athletic associations and various social 
clubs) 

o activities associated with other school functions (art 
museum, bus service and services of the school 
chaplain) 

Exhibits II end III show the types cf unallowable costs found and 
the number of schools at which each occurred. In most case,, the 
schools agreed with our determinations regarding the 
administrative costs we questioned. 
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Based on the results of our audits and an analysis of recent 
revisions to A-21, we concluded that A-21 needs further 
improvements. Our consolidated report recommends that our 
Department's Assistant Secretary for Management and Budget (ASNB) 
continue to work with the OMB to further revise A-21 to (1) 
clarify the definitions of allowable and allocable costs, (2) 
clarify certain costs already considered unallowable, and (3) add 
additional categories of unallowable costs. We also recommend 
that ASMB (1) continue to work with schools to help them properly 
interpret A-21, [2) appropriately implement the 26 percent cap on 
administrative costs, and (3) adjust the previously negotiated 
indirect cost rates for the 14 schools audited and calculate 
refunds as appropriate. 

RESOLUTION OF AUDIT FINDINGS AT 14 8CHOOL8 

The responsibility for resolution of the audit findings and 
recommendations in OIG reports at the 14 schools rests with the 
Division of Cost Allocation which is located within the Office of 
the Assistant Secretary for Management and Budget. To date, the 
ASMB has resolved 12 of the 14 reports and will recover $4.4 
million from these schools (see Exhibit IV). This amount 
represents about $3.8 million in refunds for prior years and 
about $.6 million in adjustments to current indirect cost rates. 
The recoveries of $4.4 million exceeds the total amount 
questioned by auditors for one year because the audit resolution 



6 




123 



proc .ss involved multiple years. Resolution of costs questioned 
is underway at the remaining two schools. 

Under the Department's audit resolution policy, disallowances of 
unallowable costs are required to cover three grantee fiscal 
y ears prior to the start of the audit. Therefore, since most of 
the audits of the 14 schools started in FY 1991, the 
disallowances usually go back to FY 1988. 

m » TT f> T™ W or INPTnECT MW L- 

rY n * nTvig inn ?r em MMCMI °* 

The Division of Cost Allocation within ASMB reviews and 
negotiates indirect cost rates proposed by institutions, where 
necessary, the 0X6 provides audit assistance during the 
negotiation process, over the past several years, the 0X0 has 
b een increasing its efforts in this area and the negotiators and 
auditors have an excellent working relationship. 

The Division of Cost Allocation negotiator, are quite aggressive 
in their negotiations of rates and frequently make substantial 
reduction, in the rates proposed by schools. On average, these 
■up-front" reviews and negotiations have resulted in reductions 
to proposed rates of 7 to 8 percentage points. For example, the 
rates proposed by the universities for FY 1991 averaged 58.7 
percent while the rates negotiated averaged 50.9 percent, a 
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reduction of 7,8 percent. The negotiated reductions in rates for 
colleges and universities resulted in savings to Federal research 
programs of over $300 million in FY 1991. Exhibit V shows the 
most current rate in effect at the 14 schools we visited compared 
with the rate proposed and the projected annual savings at each 
school. For these 14 schools, the Division of Cost Allocation 
negotiated reduced rates resulting in savings of about $83 
million per year. 

REVISIONS TO A-21 

After the start of our audits of indirect costs, 0MB proposed 
revisions to Circular A-21 to curb abuses in educational 
institution practices involving indirect costs associated with 
Federal research. It published notices in the Federal Register 
on May 15 and June 27, 1991, outlining these proposed changes and 
requesting comments. The revisions became effective on 
October 1, 1991. As shown in Exhibit VI, the major changes to 
A-21 include: 

o a cap of 26 percent on the administrative portion of 



indirect costs. This includes the General 



Administration, Departmental Administration and 



Sponsored Projects Administration cost pools. 
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o a requirement that schools certify that no unallowable 
costs are included in indirect cost rates submitted on 
or after October 1, 1991. 

0 a list of 14 specific items of expenditure that are 

unallowable, effective October 1, 1991- This includes 
liq uor, alumni activities, housing and personal living 
expenses for school officers, and the like. 

0 an assurance by schools that they have expended (or 
wlll do so within 5 years) amounts equal to that 
collected from Depreciation and Use Allowances for the 
ac quisition or improvement of facilities or equipment. 

o a prohibition from shifting any under-recovery of costs 
associated with foreign or corporate research to 
Federal research projects. 

Wit h regard to the above revisions, our audits have shown that 
though they will provide .uch needed clarification, more 
gu idanc. should be provided in the following areas: 

TRUSTEE EXPENSES - The current A-21 stipulates that 
travel and subsistence costs of trustees are 
unallowable. However, there are still General and 
Administrative costs incurred in connection with 
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trustees 1 oversight and governing responsibilities* 
Circular A-87, the comparable Circular for States and 
local government charges, provides that the salaries 
and expenses of the legislature, whether incurred for 
purposes of legislation or executive direction, are 
unallowable* As the governing responsibilities of 
trustees are similar in many respects to those of 
legislatures, we believe that all costs incurred 
relating to trustees should be unallowable* 

MISCELLANEOUS EXPENSES - We believe that many of the 
same, as well as other types of miscellaneous costs 
found to be unallowable during our audits, may be 
charged to organised research in the future unless 
additional guidance is provided, such as providing 
examples of unallowable miscellaneous costs* 

ALLOWABLE AND ALLOCABLE COSTS - Without clarifying the 
definitions of allowable and allocable costs, we 
believe that many of the same types of costs we found 
to be unallowable (professional services, travel, 
miscellaneous and others) may be charged to organized 
research in the future. At a minimum, additional 
guidance should include similar provisions as the FAR. 
In this respect, the FAR includes applicable Cost 
Accounting standards within the definition of allowable 
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costs. Further, the FAR states that ». . . nfl 

BEfiaum&iflii " f gaManablaMM shall att^ed to the 

1n ^ rro r n fi of Sflttta 17Y ft ^"tractor . . and «. . . 

t hft batden o f r ™" f fiha11 bP npnn ttw "ontragtor to 
e jtaM ish that tmc h cost is rgascDflfalg • • • •" 
Additional guidance should clarify when costs are 
necessary for the overall operation of the school and 
when they benefit organized research. 

EMPLOYEE MORALE - allowable employee morale costs per 
A-21 include recreational activities incurred in 
accordance with the institution's established practice 
or custom. Some school officials asserted that certain 
entertainment costs were allowable employee morale 
costs. There is a fine line between allowable 
recreational activities and unallowable entertainment. 
Accordingly, we believe that, in order to avoid 
confusion, additional guidance is needed to determine 
when recreational activities become entertainment. 

OTHER INSTITUTIONAL ACTIVITIES AND STUDENT ACTIVITIES - 
A more comprehensive list of these activities which ar* 
unallowable, especially those not so obvious, would 
provide school officials with less discretion to charge 
costs to Federal research. 
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FINES AND PENALTIES - Additional guidance could be 
provided by specifically including as an unallowable 
costs, interest on penalties and fines resulting from 
violations of Federal and local laws. 

As we have in the past, we support A-21 f s 26 percent cap for 
controlling administrative costs. We issued a report in 1986 
recommending that Departmental Administration be capped at 7 
percent and we supported a 1986 recommendation, to cap 4 
administrative cost centers at 26 percent, eventually to be 
lowered to 20 percent. These earlier attempts at capping 
administrative costs were only partly successful — ultimately only 
a small portion of the Departmental Administration cost pool was 
capped . 

The current 26 percent cap on administrative co^ts could nake 
available up to $104 million nationwide on an annual basis for 
funding Federal research projects. In addition to reducing the 
potential for abuses of administrative costs, the cap should help 
close the gap between the amount of money available for research 
and the number of research projects deemed worthy of support, 
The HHS Public Health Service's National Institutes of Health 
(NIH) indicates it can award grants to only one out of every four 
research projects deemed to have scientific merit. If awards 
averaged $200,000 Governmentwide (they average $227,000 at NIH), 
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I would like to present the Subcommittee with an example of how 
this process works. We recently received a report on an 
organizationwide audit at Johns Hopkins University which was 
performed by the national CPA firm of KPMG Peat Marwick. The 
auditors had identified a number of system-wide -deficiencies. 
One problem area involves recharge centers or specialized service 
facilities. One example of a recharge center might be a computer 
facility at a school which sells its services to various users. 
Problems with recharge centers involving the development and 
assesFaent of rates have also surfaced at a number of other 
locations around the country, and our auditors have decided to 
perform a nationwide review at selected schools. We will attempt 
to identify systemic problems and recommendations for potential 
reform of Federal cost principles and guidelines involving 
recharge centers. 

The results of this type of review benefit all Federr.l agencies 
with funds at colleges and universities. We anticipate that 
other indirect cost issues will also surface as a result of A- 
3 33 audits at research schools and we plan to continue to perform 
indirect cost reviews that build upon the work of the A-133 
audits. 
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adding to a body of knowledge in a particular discipline than in 
obtaining the highest possible recovery of overhead. Other 
schools indicated they accepted low indirect cost rates to (1) 
help advance the development of young researchers, and (2) accede 
to requirements of certain public interest organizations which 
limit reimbursement of indirect costs. 

Several additional interesting facts developed during our review 
are that at the three schools with foreign sponsored research, 
there were only a total of nine awards or projects funded by 
foreign governments. At all three schools, these awards 
represented about 1 percent or less of nonfederal ly sponsored 
awards. Also, we found that the Federal Government was also 
receiving lower overhead charges on certain grants, although not 
proportional to l.enefits received by nonfederal sponsors. Based 
on the data at the 10 universities reviewed, we found that the 
Federal Government sponsored 76 percent of the organized 
research, but federally sponsored agreements received only ?5 
percent of the discount from unrecovered indirect costs. 

In summary, although we found that foreign governments and other 
nonfederal sponsors of research are assessed lower rates for 
overhead than the Federal Government, we also found thit the 
schools are absorbing the unrecovered portion of these costs. 
The Federal Government is not subsidizing the researcn of others 
in this situation, We also found that lower rates are offered 
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nonfederal sponsor, to support young researchers, to accede to 
restriction, on overhead by special interest group, and to simply 
add to the research base. Finally, «• f-* «* the XO schools we 
visited that research sponsored by foreign governments 
represented a very small percentage of all research, 
notwithstanding, we still believe there is a basic guestion of 
fai rness and eguity related to the assessment of lower rates to 

„„„„ especially those who may be in a 
certain nonfederal sponsors, especially 

position to p.y th.it «.ir shst.. «• *« - ^ 
„tt.r in not. d-.ll to d.t,-in. option. ...11*1. «» Polin, 

changes. 

y ^nnr. W W* WORK 

As dl .ou.Md in out May H..rin, „ n.d oont.«.d by l.tt.t .bout 
26 „ .ddltlon.1 .Cools (novona «. » in on, n.tionvid. t.vl.., 
with si,ni,ic.„t f...rch doll.r.. - M ^ " 

oonauct .n lnt.tn.1 tovin. to .n.ur. tn.t only .11— .1. =«« 
„ includnd in to. indit.ot cost. .Uoc.fd to FO.t.l pn,r». 
se will contlnu. to iollo.-np .nd, .Ion, .ith th. Division .< 
Co.t Xlloostlon, .tin, to ^solution issus. ., th.so schools. 

,„„ )n . Q elf-evaluations of General 
many of which are performing sell evaiu 
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reviews with the Department's Division of Cost Allocation of 
selected indirect cost proposals. The Division of Cost 
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Allocation has requested such assist audit work at about 20 major 
research institutions during FY 1992. 

our audit strategy will also include continued reliance on audits 
performed at research schools by independent auditors under 
Circulars A-133 and A-128* our National External Audit Resource 
Center will be reviewing such aud'ts for potential systemic 
issues requiring follow-up attention by OIG staff* Finally, we 
will also continue to perform direct cost audits such as those 
currently in process which are of special interest to the House 
Committee in Appropriations, Subcommittee on Labor, Health and 
Human Services, Education and Related Agencies, and to work on 
special projects such as the ASMB/NIH/OIG Indirect Cost Task 
Group* In summary our audit efforts will be directed at ensuring 
that only allowable and properly allocable costs are charged to 
research and that we continue to explore meaningful and effective 
reforms to the current method of reimbursement for such costs* 

This concludes my testimony, I will be happy to answer any 
question* you may have* 
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Unallowable Costs Included in Indirect Cost Proposals " 






Amount to 




Unatlo vable 


Organized 


CoMcac/Universitv 






Dartmouth College 


$ 943,295 


$ 116,238 


Duke University 


918,138 


155,271 


Emory University 


587,200 


105,485 


Johns Hopkins University 


805,696 


282,707 


Rutgers University 


3,645,973 


178.767 


University o! Chicago 


1 ,U J4,y«»y 


1 en enc, 

I J Vi D D 3 


University of Miami 


827,734 


92,789 


University of Michigan 


8.285, 157 


1.258,515 


University of Pennsylvania 


1,250,620 


307,777 


University of Pittsburgh 


COO ft Q 1 
940(00 1 


1 1 7P 
1 9 , 1 to 


University of Southern California 


8,913 


0 


Texas S.W. Medical Center at Dallas 


32,537 


0 


Washington University 


478,566 


14,836 


Yale University 


1,041,700 


257.508 


Total 


$20,389,209 


$2,995,656 




BEST CG?r AVAILABLE 
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EXHIBIT II 

Costs Excluded by A-21 



Mr; 



Advertising & PR 
Entertainment 
Other Institutional 
Fund Raising 
Student Activities 
Alumni Activities 
Lobbying 
Fines & Penalties 
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EXHIBIT III 

Costs Improperly Allocated to Research 



Miscellaneous 
Dues & Memberships 
Travel 

Professional Svcs. 

Trustees 
Housing & Persnl Exp 
Personal Use 
Donations 




0 2 4 6 8 1C 12 

Number of Schools 
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EXHIBIT IV 

Resolution of OIG SCRUB Audits 
of University Indirect Costs 



SCHOOL 


RESOLUTION 
STATUS 


REFJND 


OTHER 
RECOVERIES 


Dartmouth 


Resolved 




vl J'l .U'JU 


Duke 


Resolved 


£8? 000 




Emory 


Resolved 


308,000 


77 nnn 


Johns Hopkins 


Resolved 


490 000 

*TVU 1 WW 




Rutgers 


in-Process 






U. of Chicago 


In-Process 






U. of Miami 


Rp^nlt/PH 


204.000 




U. of Michigan 


Resolved 


381,000 


99,000 


U. of Penn 


Resolved 


931.000 




U. of Pittsburg 


Resolved 


193.000 


^3 000 


U. of Southern Calif. 


Resolved 


N/A 




U. ol Texas S.W. Med. Ct.. 


Resolved 


N/A 




Washington U. 


Resolved 


674,000 


:o oco 


Yale 


Resolved 


491.000 


JZA ZOO 



$3,754,000 (1)(2) ;603.0C0~(3) 

(1 ) S3. 75 million was recovered through cash refunds to the Federal Government 

(2) The total amount exceeds the amount reported by audit for one year for the u sciiu... 
because the negotiators made adjustments for multiple years. 

(3) Represents one year adjustment to currenl indued cost rates in lieu of cash refun.j 
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Recap of DCA Negotiations of 
14 -SCRUB- Schools 



EXHIBIT V 



MOST 
CURRENT 
PERMANENT 

RATE SCHOOL 



indirect Cost Rate 

SAVINGS 

PROPOSED NEGOTIATED (MILLIONS) 







78.5% 


62.0% 


$1.6 


1992 


Dartmouth 




2.9 






57.0% 


52.0% 


1992 


Duke 






6.7 




Emory 


76.5% 


52.0% 


1992 




9.7 


1992 


Johns Hopkins 


74.0% 


65.0% 






88.7% 


64.0% 


2.7 


1989 


Rutgers 






4.8 




U. ot Chicago 


77.4% 


65.0% 


1990 




2.8 


1992 


U. of Miami 


69.5% 


54.0% 




U. ol Michigan 


63 4% 


57.0% 


49 


1992 




100 






77.7% 


65.0% 


1992 


U. o! Penn 







1992 U.Ol Pittsburg 
Main Campus 
Medical Center 

1 gg 1 U ol Southern Calif 

199? u. ol Texas S W.Med cu 

1991 Washington U. 

1991 Yale 



78.5% 
93.4% 


47.0% 
49.0% 


7.0 
100 


85-9% 


60.5% 


140 


57 9% 


48 5% 


2.5 


63.6% 


020% 


1 3 


716% 


68.0% 


18 

"*S827" 
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EXHIBIT VI 

Major Revisions to A-21 
Effective 10-01-91 



Admin portion of schools' indirect costs capped 
at 26% 



Schools to certify that no unallowable costs 
included in proposals submitted on or after 
10-01-91 



Specific expenses are unallowable, e.g., liquor, 
alumni activities, etc. 



Schools to use depreciation recoveries for better 
equipment/facilities within 5 years 



No shifts to Federal research of under-recovered 
OH related to foreign or corporate sponsored 
research 



15; 



Requests to Schools 
for a Self-Scrub of Indirect Costs 




Total: 262 Schools 
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Mr. Rowland. Thank you very much, Mr. Roslewicz. It's the 14 
schools that the IG is now conducting audits at; is that correct? 

Mr. Roslewicz. Yes. Those audits ar . all complete. We completed 
those between February of 1991 and now. We have completed the 
i 4 individual audit reports which have been submitted to universi- 
ties, commented on by the universities, issued in final. The report 
we are presenting today consolidates the results of those 14 audits. 
Mr. Talesnik, as he indicated in his testimony, has already re- 
solved, I believe, 12 of the 14 audit reports that we have issued 

Mr. Rowland. For the record, would you name those schools? 

Mr. Roslewicz, Yes, sir. Dartmouth, Duke, Emory, Johns Hop- 
kins University, Rutgers, the Universitv of Chicago, University of 
Miami, University of Michigan, University of Pennsylvania, Uni- 
versity of Pittsbu/g, University of Southern California, Texas 
South West Medical Center at Dallas, Washington University and 
Yale University. 

Mr. Rowland. In those audits, HHS questioned approximately, 
as you pointed out, $20.4 million of unallowable costs, and the 
schools identified an additional $11.4 million based on their HHS 
auditors arriving on the scene; is that correct? 

Mr. Roslewicz. That is correct, yes, sir. [See exhibit 1, p. — .] 

Mr. Rowland. So a total of $31.8 million was scrubbed out of 
those 14 schools; is that correct? 

Mr. Roslewicz. That is correct, sir. 

Mr. Rowland. Of that, approximately $5 million was charged to 
Federal research, is that about right? 

Mr. Roslewicz. As a result of the 14 universities, there was 
about $3 million. 

Mr. Rowland. What was scrubbed also, does that total come to 
about $5 million? 

Mr. Roslewicz. Yes, approximately $5 million, yes, sir. 

Mr. Rowland. OK, in your testimony you give some general ex- 
amples of what was found, but in terms of specifics, what were 
some of the larger problem areas, the specific examples that you 
found? , , 

Mr. Roslewicz. OK, we can do that for you two ways, Mr. Chair- 
man We can give you the broad categories at the 14 universities or 
if you want exact, individual transactions, we can do that as well, 
but as you can see costs improperly allocated to research, in the 
area of miscellaneous type things, flowers, and what different 
kinds of things do we have there, Dick? 

Mr. Rowland, Can you do individual? 

Mr. Roslewicz. Would you like individual schools? OK, Dick, do 
you want to give s r e individuals? 

Mr. Ogden. I c name the individual schools, Mr. Chairman, 
that come under each one of those categories that are listed. For 
example, we found costs improperly allocated to research in a mis- 
cellaneous category at Dartmouth, Duke, Emory, Johns Hopkins, 
Miami, Michigan, Penn, Pitt, Texas and Yale. 

Wo had problems with dues and membership with Dartmouth, 
Duke, Emory, Miami, Johns Hopkins, Michigan, Penn, Pitt, and 
Yale. 

We found problems in travel being improperly allocated to re- 
search at the following schools, Mr. Chairman, Dartmouth, Diue, 
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• morv Johns Hopkins, Miami, Michigan, Penn, and Pitt We had 
■ iSlenrwiTh the improper allocation to research for Passional 
aervS arDartmouth, Emory, Rutgers, Miami, Pitt, Washington 
*nd Yal Trustees at seven schools, I think were problems they 
were Crtmouth, Duke, Emory, Johns Hopkins, Michigan, Penn, 
^WashiSn We found problems of housing and personnel tf x- 
^ses lrfiv7?chools, Mr. Chairman; Dartmouth, Johns Hopkins, 

^oX^ Pe-nal use, costs .pertaining to person- 
n\ imp improperly allocated to research at Dartmouth, Miami, 
MicWgan mr pXand Yale and we had problems ^thjkm^en. 
being charged to research, improperly allocated to researcn at 

J 1^^^Bfc^-n?S^ costs improperly ^allocated 
to Search We have another chart that shows tne kind of cost* 
which were specifically exclud~d from A-^l. 

Mi Rowland. Let's see that chart. ... 

Mr. Ew?cz. If I can add something before we look at that 
sec-id chart the distinction between those two are the first group 
that Mr Ogden referred to, they are all sort of questionable be- 
tween-as I mentioned earlier in my testimony, the auditors and 
nrrmintants disagree as to whether {lowers really add to the 
Sorale Tto o^reaeBrch, so you have some disagreements 

th Th P second chart tMt Mr. Ogden is going to give you some exam- 
ple^t^se are'! specifically Includable by A-21 there is no argu- 
ment as to whether it is excludable or not, so, Dick, if you would, 

'Mr' Ogden. Certainly. We found problems , at U ^hoote Mr 
Chairman, regarding advertising and PR costs, Jhose 
were Dartmouth, Duke, Emory, Johns Hopkins, Rutgers, Micnigan, 
Penn, Pitt, Washington, and Yale. QV *..,rfpH hv A- 

Now, again, these are costs which are spec^all eluded by A 
21. Entertainment, there were problems at 10. choofc T ^some 
extent, of course, I keep repeating these same schools. Dartmoutn, 
Duke, Emory, Johns Hopkins, Miami, Michigan, Penn, Pitt, lexas, 

"mLtinstitutional costs that we believe f^^j^StSS 
charged to research affected the following schools^ Dartnioutn 
Duke Emorv, Johns Hopkins. Miami, Michigan, Penn, Pitt, VVasn 
mgton aTd Yale, Mr. Chairman. Fund raising ™t*^™£ £ 
,a 0 a hv A-21 but which still wound up charged to researcn, we 
fold thlt at Johl Hopkins, the University of Chicago, M.ch.gan, 

Penn, Pitt, Texas, and Yale. w hinh <?hmild 

Cost pertaining to student activities a | a ^^ 
nnt have wound up charged to research— Emory, Kutgers, ^mca&u, 
MkhSan Penn, Pitt, and Yale. Charges pertaining to alumni ac- 
tiviti* These charges were passed on to the research costs at Dart- 

^e^ 
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Mr. Roslewicz. Fines and penalties is an example where I said 
A-21 could be further refined because under A-21 it doesn't address 
the interest on fines and penalties. 

Some of the universities* we had been into were actually charging 
interest to the indirect cost pool as well, even though the fines and 
penalties are unallowable, but those are the kinds of clarifications 
that can be made to A-2i, which would help alleviate some of this 
fighting that goes on between the Federal auditors and university 
accountants* 

Mr. Rowland. Mr. Roslewicz, on page 15 of your prepared state- 
ment, you said that when you were here in May, before this sub- 
committee, • du agreed you would check inco those foreign govern- 
ments, and you have already told me that you have done that, and 
according to your testimony, you checked this out at 10 of 14 uni- 
versities and found that all 10 were offering lower rates to foreign 
governments and non-Federal research organizations, than they 
were to American taxpayers; is that correct? 

Mr. Roslewicz. Yes, sir, that is correct. 

Mr. Rowland. Can you list 10 schools where you conducted this 
review? 

Mr. Roslewicz. OK. We will have that for you in a second, sir. 
Mr. Ogden. Do you want me to read it? 
Mr. Roslewicz. Yes. 

Mr. Ogden. Those 10 schools are, Mr. Chairman, Yale, Dart- 
mouth, Rutgers, Johns Hopkins, Pitt, Emory, Duke, the University 
of Miami, University of Chicago, and USC. We found that all 10 of 
these universities entered into sponsored agreements with reduced 
indirect cost rates. Three of those universities had entered into 
agreements with foreign governments. 

Most had entered into agreements with foreign corporations. 

Mr. Rowland. Which were the three? 

Mr. Ogden. With the foreign governments, Mr. Chairman? 

Mr. Rowland. Yes. 

Mr. Ogden. Johns Hopkins, Pitt, and Duke. 
Mr. Rowland. So with which governments? 
Mr. Roslewicz. We can give you that, too. 

Mr. Ogden. There were eight governments— Egypt, Austria, 
Canada, France, Brazil, Spain, Sweden, and the United Nations, 
Mr. Chairman. 

Mr. Rowland. So what you are saying is that these universities, 
just like Stanford, while they charged the full rate to the American 
taxpayer to support American research, were willing to subsidize 
research for those governments that you mentioned? 

Mr. Roslewicz. Yes, sir, that is correct. In cases of those 8 or 9 
foreign nations, 6 of those— 7 of those were charged zero percent 
indirect cost rate. One was charged about 5.2 percent and another 
one had about a 15 percent rate, which was substantially lower 
than the rate charged for Federal research. 

Mr. Rowland, Can you explain this or do you have any 

Mr. Roslewicz. Sure. What we found, Mr. Chairman, is that for- 
tunately when they are computing the indirect cost rate, they in- 
clude the amount that the foreign corporations, countries, their 
amounts are included in the base that is used to compute the indi- 
rect cost rate, so the indirect cost rate is based upon the total 
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amount of research that is being done which i means, then . that the 
Federal Government, in turn, is not being billed for the research 
costs indirect costs that relate to the foreign researchers. 

For example if there is $100 million in total research at a urn- 
versTty? the modified total direct cost base, which includes he for. 
eien research dollars in that base, is divided by the amount of the 
SecTSSf For example. $46 million ^"^^Jj^Jg 
$100 million total cost would give you a 45 percent indirect cost 

"If thev were to remove the-let's say it was a $90-$10, $90 mil- 
lion was Federal research and $10 million was other than i Federal 
research, if^ hey did not include that $10 million in the base the 
indirect cost rate would have been 50 percent which is the : $45 di- 
v^ed by $90 million, the 50 percent then would be chained 1 to the 
Federal Government. In that particular 

they were doing, we would be absorbing the cost of the indirect cost 

^S^^s case, though is ^^^^ 
schools were giving up approximate y $46 ^^^^JT 
were willing to-I guess they wanted to have that foreign reseawn, 
whether it was a special project or whatever it is. They have given 
~. P Some^ they panted to encourage . young g 
entists to come to them, and they claim they don t just ha%e the 

th f t the uni^^™- 
to why they would not charge indirect cost rates. If you would like, 
T rmiH read some of those reasons for you, sir. 

^ Rowland. Well, why would you not charge Egyptian taxpay- 
ers when you do charge the U.S. taxpayers? 

Mr Roslewicz. That is a good question. We have not been aDie 

^mTro^ year? ago Mr. Kus- 

ser^w toSS?" before this ^boommitta. 'Wb! 1 ^ 
charging practices, and it was discovered that labs in the Un tea 
sS we're charging the Federal government more ton it wj 
chareine their non-Federal patients, and the solution was to guar 
SSSZrSe Federal Government :,ot the best rate . being offered 
If you wanted to subsidize your private payers you Jiad t ottei 
that same rate to the American taxpayer. Do you believe, based on 
whatTu found at all 10 schools, that a similar solution would be 

warranted in this case? . n1 .j hp Pnns id- 

Mr. Roslewicz. It certainly is a solution that shou kT be consia 
ered by the universities, but it has to be weighed against I guess 
their objections as to why they feel they should not do that. They 

eltin these instances that we looked at, which are verj jfcj com- 
Dared to total universities in the country, that the desire to nave 
that tvoe of research being done at their university was sufficient 

tUrfor1hTn ea to C make a decision that thej r would absorb , he in- 
direct cost of that particular research project. That is a decision 

^^&??SZ' it unfortunately does not affect the 
nmm.nt of research that we pay, but I certainly see your point, 
where you kX why should the Government be paying a higher 
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rate. I don't have an immediate answer as to how the universities 
can go about rectifying that. 

Their concern is that they could possibly lose the research dol- 
lars all together if they were to charge an indirect cost rate. I be- 
lieve our department and National Institutes of Health has a 
policy where when we have research going on at a foreign universi- 
ty or foreign country, we do not pay indirect costs. It is specifically 
excluded. 

Mr. Rowland. All right. You point out in your testimony that 
while foreign governments and other nonFederal sponsors are as- 
sessed lower rates that the universities were absorbing the uncov- 
ered portion of the cost and not in effect having the Federal Gov- 
ernment subsidize these discounts. That is fine, but isn't the real 
question that if universities are willing to absorb actual costs in 
conducting research for the government of Japan, say, or for 
Weight Watchers that they should be willing to absorb the same 
cost fpr the American taxpayer? 

Mr. Roslewicz. That is a very strong argument, sir, to eliminate 
all the indirect costs on the side of Federal research, the schools, I 
am sure, would have a very difficult time in giving up, in other 
words, charging the Federal Government a zero percent rate. Their 
major complaint, I am sure, would be that they are not getting re- 
imbursed the full cost of research, but you are absolutely right, 
though, how do they make that determination that there is such a 
benefit? 

Feel free to jump in, Dick. 

Mr. Ogden. All I was pointing out, Mr. Chairman, is that we do 
conclude in our final written testimony that we do believe there is 
a basic question of fairness and equity relating to the assessment of 
the lower rates to certain non-Federal sponsors, especially those 
who may certainly be in a position to pay their fair share, just as 
the Federal Government is, and it is something that we say in our 
written testimony that we are going to review in more detail to de- 
termine options available for policy change. 

Mr. Rowland. Mr. Talesnik, do you believe that it is fair and eq- 
uitable? You negotiate rates with these universities, and they try 
to justify every dime they can get and then turn around and are 
extraordinarily benevolent to foreigners and needy corporations 
such as Exxon. Do you think that is fair? 

Mr. Talesnik. While we do negotiate those rates, we do make 
sure that the institution isn't shifting the indirect cost attributable 
to those other sponsors to Federal programs. We don't have any 
particular authority to do anything about whether ov not they ac- 
tually charge those other sponsors for the full freight, if you will, 
for those indirect costs. 

It really is basically a policy question as to whether or not there 
ought to be a Federal policy that says that the Federal Govern- 
ment will pay the lowest rate, and that is something that presum- 
ably will be further studied by the IG's office. 

Mr. Rowland. Mr. Roslewicz, I have learned how to pronounce 
your name, I think. 

Mr. Talesnik. It may be easier to say Tom, Dick, and Gary. 

1.Vj 
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Mr Rowland. Mr. Roslewicz, you said that they are afraid of 
losing foreign business. Why aren't they concerned about losing 

U Mr bU Rt n st S EWic Z . I am sure that they certainly would be if the 
move were te The made to reduce the indirect cost rates. Basically I 
would have to say that, you know, the only alternative that the 
Sersities would have, either they charge these foreigners a dif- 
E SorTe same rate as the Federal Government or they 

l X* & TZ?n™Se4 at the types of research that is being 
doneTn This country by foreign governments to 
tion as to whether it is of use or not.. I wouia think beiore a oeci 
sTn were made that you would heve 

views as to what does this rr-jerrch consist of, is it really ^ming 
our country, I guess vou could 100k at it trom that perspective. If it 
L Lmethin y g that is <>aly going to benefit the foreign country, then 

1 T^^JSSSSg in the v^y are., and I really shouldn't 
do that bul l wou5d begin to Have reservations from a personal 
standooir Tm™*&. if it * iot benefiting the American taxpayer 
and if ' is or -y going to benefit the foreign country where the re- 
is go^baok to, well, then, I wr,,ld begin to have some con- 
cerns if I w ro ir : a policymaking poskion, which I am not I am 
" 'auditor [audit the fact'- but you know., from a personal tax- 
payer poSt of view, I would'betfn v; nave very similar questions 

m Mr f kowL.VNu. in vc-n- testimony yw, stated that you have con- 
tacted by letter W addition*) srbc-B beyond the 14 in your na- 
tionwide survey vi'ch sig-ncant : a»arcn dollars. 
The IG's ofiice ha*, received a Mtfiiticant budget reduction, is 

Mr Roslfwcz. { missed the part cf your question, sir. 
Mr. FtewLAN^. The IG's offi* Has received a significant budget 

"$? Tefsl we have. This fiscal year has been very 

A^^e ^ ^rftaaded, and as a result I am down- 
& the audit st,ff from 800 to about 700^ That has made > this i job 
more challengeable for m. It tremendous cha enge to try to 
Drovicie -(>v>rafe to a department that has a $.5 trillion budget, ine 
Enl oTreS on that $.5 trillion budget is about 1 percent of 
the total department's budget. «r««w4m«t»lv 7 

On ,he o'.'her hand, I am devoting into ^^WK^Jt'i 
percem of my auditor., looking at 1 percen t of the dep w*»g» 
total funding It is a challenge in regards to how can I-it 1 keep 
shifting more auditors over to the college and university area, I am 
usinc more auditors to look at less funds. 

N™ r tht » dollar return has been certainly very beneficial. I 
me r'for -a<t the 50 auditors that we put into the college-um- 
JStT^Je'lot back at least about $800,000, so certainly none 
nfmv auditor* are getting paid $800,000. If they are, I would like to 
knS who but if vou can get $800,000 back for putting an auditor 
into the area J ii certainly is a\ery efficient and economic way to 
do it. 

a IS!) 
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On the other hand, if you are looking at the larger programs in 
the department, you are talking about Medicare, Medicaid, all of 
the public health service agencies, Social Security, all the children 
and youth family type programs, the dollar return there is much 
larger because you are dealing in bigger dollars, you are dealing 
with hundreds of billions of dollars in these programs, and the 
return on investment for an auditor in that case is in the neighbor- 
hood of $7 million, so, you know, either way I look at it as I can do 
only as good a job as the resources I am given to cover a mammoth 
organization the size of Health and Human Services. 

We are trying many different ways to try to use our audit re- 
sources that we have effectively. We have begun trying to cover the 
other major 262 universities, we are working with them. We are on 
the phone with them. We send them letters, we meet with the 
staffs, the president, the university officials. They come in and they 
brief us on how they are computing their indirect cost programs, 
their plans, so we are making a major effort to get out there and 
try to provide the coverage with these scarce resources we have, 
but it does become very difficult when you try to get down to doing 
transaction-by-transaction audits, charges into these individual 
pools. That eats up a lot of resources just trying to go in there and 
review these individual transactions, especially when the criteria 
isn't clear and you have arguments between the accountants, the 
auditors, and the general counsels for the universities involved. 

So to answer your question more briefly, yes, we are having a 
problem budget resource-wise, and I certainly could use a lot more 
resources to do the work out there I should be doing. 

Mr. Rowland. So not only is this a good effort to ferret out the 
fraud, waste and abuses of the taxpayers' money, but it has more 
than paid for itself, hasn't it? 

Mr. Roslewicz. Yes, sir, absolutely, no doubt in my mind. 

Mr. Rowland. I guess we would have to ask the question, then, 
what has happened to the funding? 

Mr. Roslewicz. Well, this year's budget, I guess with the new 
cap on the budget ceilings, various amendments have been placed 
on the IG's budget, and we didn't get the funding we had requested 
for 1992. 

As a result, we have received only about maybe $.5 million more 
than what we requested, and on the other hand we have to absorb 
$5 million in additional costs as a result of the locality pay, pay 
increases, special pay rates for investigators all around the coun- 
try. 

All of that put together, you ended up with a budget less than 
what we had requested, and as a result I have no choice. I under- 
stand the situation. We have a budget deficit in this country. 

Mr. Rowland. When the IG's office budget is cut, that doesn't 
serve the taxpayer very well, does ii } 

Mr. Roslewicz. I would agree with you on that, sir. 

Mr. Rowland. Mr. Talesnik, how has the work of the IG's office 
aided in your overhead negotiations with the universities? 

Mr. Talesnik. We have been working with the IG's office for 
sometime to try to identify those institutions that we could work 
together on doing joint collaborative type reviews of various as- 
pects of their indirect cost proposals. We have a number of those in 
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process righi, now. We completed a number of them over the past 

^Basically w' At we do is the auditors and the negotiators— and I 
am basically representing the negotiators-iget together, they iden- 
tify which schools could use this additional audit effort, the audi- 
tors and negotiators then decide what aspects of those proposals 
ought to be evaluated in some depth by the auditors. 

The auditors do that, they provide us a so-called management ad- 
visory report. That then is weaved into the negotiation process. We 
have had some substantial successes with that. 
Mr. Roslewicz. If I might add, Mr. Chairm-n, if the stall—- 
Mr. Rowland. Would you name some of Uiose successes that you 
held? 

Mr. Roslewicz. Let's look at this chart, This will show you some 
of the successes, the two charts on the comparison of negotiated 
rates with the proposed rates. Gary, why don t you go ahead and 
speak from there? That will give you some good examples. 

Mr. Talesnik. I am going to use 

Mr. Roslewicz. Or some additional ones. 

Mr. Talesnik. I am going to use, if you wih—I am going to use 
Emory, because that is probably the most recent one that we have 
done through this collaborative process. Basically-and by the way, 
that happened to be also one of the— well, these 14 were also the 
schools that were— where there was a scrub audit. 

In fact, there were two audits done at Emory: One was a scrub 
audit which basically was designed to look for unallowable costs in 
their general administration pool, and the other one was, in a 
sense, an assist audit to look at other areas, and in the case of the 
assist audit, the auditors he , ed us look at a number of aspects ot 
the Emory proposal. One was the library study. 

We talked about library studies in some of the previous testimo- 
ny, to see whether or not the library study that Emory had put to- 
gether, hung together, that is whether the library study resulted in 
an equitable distribution of those library costs or whether there 
were some holes in it. . 

As a result of work done by the auditors, it was, in our view, at 
least, pretty conclusive that it didn't hang together, and so we 
questioned the study and we ended up requiring the institution to 
use the so-called standard allocation method in Circular A-21. lhey 
also helped us look at the allocation and classification ot space. 

A large part of that process drives the allocation of a lot of your 
facility costs, utilities, depreciation on buildings and equipment, 
that sort of thing. The auditors helped us with that as well, so that 
kind of a process, but when we focus on specific areas— by the way, 
when we do our negotiations, in a normal sense, we focus on specit- 
ic aspects of those proposals that we think are vulnerable, and we 
spend extra time looking at those things, and when we were able to 
work out a collaborative arrangement, as we did m this case, we 
have the auditors work with us. 

Mr. Rowland. We won't ask you to go through all ot that, but 
you have this all to submit for the record, all this information 

here? 
Mr. Talesnik. Yes. 

RJC 1 u ' 
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Mr. Roslewicz. That is attached to the written testimony. If not, 
we will makt^ sure. One other thing on those two charts there, if 
you could— those are the 14 universities where we conducted our 
audits. 

As you can see, the total savings— we believe in working up 
front. If you get a lot of these costs weeded out up front, you can 
hopefully avoid a lot of the things that we are finding at Stanford 
and MIT and other universities, but just by working together with 
Gary and his people, we have been able to save up front $82.7 mil- 

I think that is certainly a good approach in light of the scarce 
resources. You have got to look for other ways to get the job done 
with the scarce resources that you have. 

Mr Rowland. That is the question I wanted to ask. You are 
saving millions of dollars. HHS-IG, in conducting these audits, Is 
able to help you in being in a better bargaining position with trie 
universities, is that not true? 

Mr. Talesnik. Absolutely. 

Mr. Rowland. OK. Let me ask you this, Mr. Talesnik, there has 
been an overall inflation and indirect cost rate for a number of 
years. Do vou believe the evolving Stanford situation and the work 
of the HHS-IG had an impact on the growth in indirect cost rates 
this year? , , . 

Mr. Talesnik. Well, it is hard to measure that, and this m very 
preliminary. My sense is that it has had an effect. Just looking at 
the numbers, the growth of indirect cost rates for the las*, several 
years has averaged something like seven tenths of 1 percent. 

That doesn't sound like a lot, but it you get a lot of years* strung 
together, it can start to add up. In the past year, that is tae rates 
we negotiated for fhcal year 1992 fiscal 1992 compare*' to the 
rates we negotiated in 1991, there was still some creep, but the 
creep is smaller than it was in the thne previous years. 

Again, I can't pinpoint exactly -vhat that m attributable to, but 
the slow— foe reduction in the rh.a of growth I think has some- 
thing to do with the things that ht,ve been going on over the past 
year. 

Mr Rowland. Do you U?lieve the universities are more aware 
and sensitive to the fact that onlv allowable and reasonable 
charges should be included in the cos* base for negotiation with the 
Federal Government? , , 

Mr. Talesnik. Unquestionably Th.ac is absolutely no question 
in my mind that institutions are much more conscientious and con- 
servative, if you will, in woxm ot what they do to try to screen 
these things out, and they *>re doing, as we have seen in a number 
of things that we have gotten from institutions m response to let- 
ters, they are, in fhei doing a lot of work either with their own 
internal staff, lnt:-r.,u auditors or with external CPA firms trying 
to find vhese what chose costs are. 

That was pointed ou< very explicitly in the 14 scrub auoits. I hat 
is a technic* i word i know, but it is basically an audit that looks 
for— scrubs an indirect cost pool to try to find unallowable costs, 
that tcFie were a fair number of those same institutions that were 
sur>c «d ta tiiose audits, that had before the audits even started 
K\iO Kone a number of reviews. 
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Mr Rowland. Well, where do you think we ought to go from 
here*?' Has the word gotten out and auditors can back away or do 
you believe it is necessary to up the pressure or maintain the pres- 
sure through audits during the transition period? 

Mr Talesnik. Are you asking me or Tom? 

Mr' Roslewicz. Are you saying should the auditors back away'I 
would say absolutely not. I don't think that is an appropriate 
Zrse of action. I am looking forward to-what would be Circular 
A-133 now requires each college or university receiving $100,000 in 
Federal funds to have an annual ardit done at least once every 2 
vears I should say. An audit done at least every 2 years which 
would also require that independent public accountants look at the 
Smrges being charged to the indirect cost pools in compliance with 
A 21 g ?o we will sel as a result, we will begin to see these audits 
coming in for the fiscal years ending June 30, 1992. WnI1QP 

Now that in turn is going to increase our w ? rkl ^.^X to 
again we as accountants and auditors have to review that audit to 
make sure it is done in compliance with standards. What we do 
?nen is build upon the work that the independent accountante do 
For example, AT Johns Hopkins University there was an A-110 
audit done there, which was the circular prior t . A-133 and we re 
viewed that report. That was done by an independent pub ic ac- 
countant and found that there was some concerns we had in the 
area of recharge centers. So what we did is started a nationwide 
audit based Xe results of that audit that was submitted to us 

^e^rTnow looking at I think approximately 10 or 11 universi. 
ties at the way they are handling recharge c ™l er \ Th *ZZs Z 
ter where they bill directly to the Federal grants ^ amounts for 
computer services, motor pools, and things like that bill their 
rate based upon the actual charges, and it is billed directly to the 

8P We f arf finding that there is some unallowables being included in 
the co^puSion of billing rates. We are f finding that wher e sur- 
pluses are generated, they are supposed to filter that back to the 
Federal agencies and the other researchers, but they are not . domg 
that they are usin<? those funds to cover other areas of their de- 
Daftmente, and we are also finding that in the case of where there 
K deficit, they are charging that into the i°d™* " t pod ™d 
billine it back to the Federal Government, so we find those kinds , oi 
tS coming from these other audits that have been done by inde- 

^Z\&TX%t as to how effective that approach will 
be but The Inspector deneral has -uppojtod. ™£ * l 
throueh the 1980 r s when this issue was debated m the Congress as 
to sinfle audits at State and locals as well as colleges and universe 
ties and nonprofits, so in light of the scarce resources, I don t see a 
lot of resoS being available under the current conditions of our 

60 We have to start looking for other ways to do things, but on the 
other hand, either way yoS go I can still use additional resources to 
get some of this work done. 

Mr. Talesnik. Could I add on to that a little bit? 

Mr. Rowland. Sure. 
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Mr. Talesnik. The so-called A-133 audits, that is a relatively new 
circular. There were similar requirements in a previous circular, 
Circular A-110, but they were kind of loose and vague and didn't 
really say a heck of a lot. The new rules or requirements for those 
audits are much nere comprehensive. Again, that was issued, I 
guess, about 2 years ago, the circular, but there was a long delay 
date, so we won't be seeing audits, I guess, for still a number of 
months, but the other thing that is important, though, is that this 
past October, OMB issued some supplemental guidelines, we call it 
a compliance supplement, that gives some instructions, if you will, 
to the auditors on what they ought to be looking at, and that, I be- 
lieve, for the first time, makes it explicitly clear that those audits 
need to cover indirect costs, they need to look at the allowability 
issues, that is what kind of costs are included in the pools, whether 
those costs are allowable or not allowable, the controls the institu- 
tion has to screen out unallowable costs as well as the allocation, 
so if those audits are done in accordance with that compliance sup- 
plement, guidelines, whatever word we want to use, then I think 
we will get something out of that process that will give us some 
good information we can use in the negotiation. 

Mr. Roslewicz. I concur with that. I think getting back to my 
oral statement, there were two approaches, you have the global ap- 
proach to fixing the problem and the incremental steps. I mean, 
even with A-133 you still have these independent public account- 
ants going out there auditing in compliance with A-21, which is ob- 
viously needed to be fixed, and OMB made some changes to it, but 
there is still some further clarifications that can be made that we 
are recommending to our department to work with OMB on trying 
to get some further clarifications, but I think the more clarified 
you make this, if you have good criteria to audit by, it makes the 
job easier and faster to get it done. 

Mr. Rowland. I am going to ask you one last question. Do you 
think the university community is marching in lock step or are you 
finding that there is a mixed bag with some universities very 
quickly getting the message and moving forward while other uni- 
versities are being less receptive and in fact I guess you might say 
hunkering down to kind of weather the storm? What is your feel- 
ing about that? 

Mr. TALE8NI There is always going to be a bit of a mixed bag. I 
am not in a position to point to particular institutions that are on 
one end of the spectrum or the other. We still have some institu- 
tions that are pretty aggressive, most institutions are still prettv 
aggressive in terms of trying to claim the costs that they think 
they are entitled to. 

Mr. Rowland. Can you name some of those or not? 

Mr. Talesnik. I would prefer not to, but one of them— well, 
never mind, I think I will stay away from that. I do think, though, 
that with respect to the thing that kind of raised all this, that is 
the questions of what kinds of costs institutions were including in 
their indirect cost pools, this whole unallowable cost issue, that I 
see in virtually all the schools that we have had occasion to look 
at, they are being much more careful with that sort of thing, so I 
think that will continue. The other aspects are hard to judge. 
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Mr Rowland. OK. Mr. Chairman, I am finished with my line of 
miestionine Do you have any questions, comments.' . 
q Mr niNCELL Mr Chairman, thank you very much.. Gentlemen, I 

Te carious situation in which we find ourselves where overhead 1 or 
foreign contractors, foreign nations, companies and ^g^™* 
either American or otherwise, in this country or gj™ 1 ?^^. 

r not? wXsome interest, for example, that Egypt, Austria, 
L n nada . flSTBU ,Spa n, Sweden all ongoing M«db 

ffifl am ~£^^^*L# th" busi- 

nesfbut™ note that American colleges and Werstttes do not 
Ss the same overhead charges a p rnst th« folks who a „ m 

Thave 0f a 0 couX n of questions I would Kke to ask. First, is there 
dted by high overhead payments which are being .made b, ^ttte 
nur audit of the 10 un versities clearly showed that tney were 

She^sri 

but tell us v/hat the case is just in brief summary *c we nave 

reiterated for purposes of the record : nflirect cost rate It is 

Mr. Roslewicz. Sure. They compute the indirect cost raie 
based upon the total research at a university J^t s se.y it is JO per 
pp^pr^l 10 Decent foreign and non-Federal, lets use *iuu 
Son as an Zple If you have $100 million in research cost 
L„)l lot'. «av there is a $45 million indirect cost added to 'hat, ypu 
are a king^bouT an indirect cost rate of 45 percent, which m 
dudes the $10 million for the foreign countries and other non-Fed- 

£ s? hand, ^ . 

that $10 million, which cur a> A indicates that they did not, we 
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$46 million oat of their own pocket to pay that share of the re- 
search cost for the foreign countries. 

Mr. Dingell. Well, is that really a correct assumption? Here you 
have got the United States paying 50, 60 percent overhead, Japan 
paying zero overhead. Clearly the university has certain costs. 
Clearly the university is not, if I understand their tax status, a 
profitmaking institution. Essentially they are non-profit. That 
meano that they don't have any profits that they can use to charge 
these costs that they are absorbing for noncompensated overhead 
to, let's say, Japan or Sweden, Canada, or whoever it might happen 
to be. 

How can I then take the comfort that our people are not paying 
the cost, let's say, of subsidizing some other government? The uni- 
versity has a pool of a particular size in terms of earnings and re- 
wSources. Those earnings and resources are allocated in certain 
ways; some of them for overhead, some of them for other things. 
But le>'s say that the foreign government contributes absolutely 
nothing to that overhead. 

How can I come to the conclusion that there is no contribution 
being made, perhaps even a small one, by the United States or 
others to carry the overhead costs, let's say, of work that is done 
for Sweden or Japan or Canada or Germany or Spain? 

Mr. Roslewicz. Let me see if I can respond to that. I don't know 
if I can give you a real complete answer on this, but, again, the 
amount based upon these audits is clearly not coming out of the 
indirect cost pools, it is not being charged through the indirect cost 
pools. 

Now, the university is obviously absorbing that from endowment 
funds or higher tuition rates. They are getting it from some other 
funding mechanism in the department. I don't know what that is. 
That was not within the scope of our audit to go back and try to 
pinpoint exactly where this $46 million that the universities ab- 
sorbed a me from. 

All we car. demonstrate hrough the audit was that it was defi- 
nitely not being charged back to the Federal Government through 
the indirect cost rate. 

Mr. Dingell. How about moneys the Federal Government pays 
in through things like Pell grants or tuition from the students or 
other programs, for example, that are conducted by, let's say, the 
Public Health Service or health research or something of this kind? 

Mr. Roslewicz. That could be. That could require additional 
audit work to go back in and look at where are these funds actual- 
ly coming from that they used to pay that, to absorb the cost. 

Mr. Dii,gell. I just was sitting here thinking, maybe it would be 
a good idea to help the university to avuid this embarrassment by 
simply saying the Federal Government gets the b^st rate and some- 
body else gets it without overhead, maybe the Feds ought to do the 
same thing, After all, this is the American taxpayers. Do you think 
the universities would approve that? 
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^.S^rKaiman, I than, you tor your kind- 
ness. 

SlEttS you. Thank you -ery much, gentlemen. 
The hearing is now adjourned. 
[Whereupon, at 1:40 p.m., the hearing was adjourned.] 
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